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PREFACE TO THE REVISED EDITION 


This revision differs from the original edition in several respects. Some- 
what more material on current problems in public finance has been provided, 
making necessary the addition of a chapter. The discussion of compensatory 
fiscal policy gives more attention to the conditions of over-employment and 
inflation than was done in the original edition. Somewhat more material on 
state and local fiscal problems is presented in this revision. Finally, factual 
material is brought more nearly up to date throughout, and the text at numer- 
ous points has been revised to sharpen the meaning and, it is hoped, to clarify 
the presentation for the reader. On the whole, however, the original concep- 
tion of the subjects to be discussed remains unchanged, the organization of 
materials is very similar to that in the original edition, and the original ob- 
jective gf writing for the student and not for the expert remains. 

Several people have been very helpful in the preparation of this revision. 
I have taken the liberty of asking opinions of various persons who at one 
time or another have used the original edition. Their replies have been 
uniformly helpful, though of course they bear no responsibility for the results 
as they appear in this revision. In this connection, special thanks are due to 
Professor James K. Hall of the University of Washington, Professor James 
A. Maxwell of Clark University, Professor Ruby T. Morris of Connecticut 
College, Professor Mabel Newcomer of Vassar College, Professor Paul J. 
Strayer of Princeton University, and Professor Kossuth M. Williamson of 
Wesleyan University. In addition, I record my appreciation to my colleagues. 
Professor William P. Snavely, who was willing to listen critically and to dis- 
cuss many sections of the revised manuscript, and Mr. Walter F, Wolf, who 
carefully prepared many suggestions for revision. Finally, Mrs. Doris Forgette 
has been immeasurably helpful in preparing the manuscript for the printer. 

Philip E. Tay^r 

Storrs, Connecticut 
September, .1940 
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PREFACE TO THE FIRST EDITION 


Recent developments in the fields of fiscal theory and fiscal policy are 
without doubt among the most significant developments in economics and in 
what may be called, in a modern sense, “political economy.” Depression and 
war have not only provided the need for intensive analytical work in these 
fields, but have provided testing grounds for the application of theory. 

Along lines of broad theory and policy, the major recent contributions to 
the literature of public finance have been made largely by monetary econ- 
omists. Their business cycle studies have progressed in terms of money and 
income; they have seen the inadequacy of purely monetary controls, and have 
been brought up face to face with fiscal controls as the most promising gen- 
eral solution to the problem of cyclical underemployment. The current bar- 
rier between the undergraduate student of public finance and the rich supply 
of recent materials carrying significant implications for his study is attribu- 
table to the following facts: (1) the current fiscal literature is nearly all on 
a level inaccessible to undergraduates, (2) it exists in widely scattered books 
and periodicals, which presents mechanical difficulties in its class use, and 
(3) it is nowhere integrated with that large part of traditional public finance 
literature which is currently useful. A prime purpose of this book is^to re- 
move the barrier, making available to the student materials for which, in the 
author’s experience, he has a genuine hunger. 

A second purpose of this book is to justify the inclusion of public finance 
in an economics curriculum. To date it has appeared that such inclusion has 
reflected little more than “squatters’ rights.” We have, of course, set up ele- 
mentary theory as a prerequisite to public finance, on the principle that some 
basic theoretical concepts are applicable to the study of public finance. In 
practice, I fear that the two courses have touched only at two points: dimin- 
ishinj_marginal utility as applied to progressive taxation, and general price 
analysis as the vehicle for determining tax incidence. At both points the in- 
structor has been dismayed to find how ephemeral basic economic concepts 
are in the mind of the student — but that is another matter. Though realizing 
that political and sociological aspects of public finance cannot be ignored, the 
predominantly economic aspects of the study are here accented. 
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A third objective has been to provide a unified treatment of the essentials 
of the subject in a space wliich lends itself to use in a one-term course. Even 
so, it is believed that time will be available for a respectable amount of 
specialized reading, either to elaborate points briefly discussed or to fill in 
gaps — ^for this book is intentionally not encyclopedic. And it is hoped that 
the book will neither get in the instructor’s way nor teach his course for him. 
Opportunities for disagreement abound, and requirements for elaboration are 
inevitable. 

Value judgments are expressed throughout the book. It has always seemed 
curious to the author that writers of textbooks in controversial fields have felt 
constrained to keep their opinions and evaluations to themselves. This is in 
strange contrast to the behavior of most good classroom teachers, who feel 
little of such constraint. Students want conclusions and opinions expressed. 
The textbook always has the first word, but the instructor who disagrees can 
have any number of last words, and is not co nfin ed in his remarks to the 
printable. 

It is not possible to name, or even to know, all those persons whose teach- 
ings and writings have contributed to the conclusions or the points of view 
expressed in this book. Many are mentioned in the text or in footnotes. I owe 
a special debt to Professors Lester V. Chandler and George R. Taylor, of 
Amherst College. Each has generously given his time in discussion and in 
reading the entire manuscript in early draft. They have been extremely 
helpful in matters of organization, the detection of errors, and the improve- 
ment of style. On occasion I have stubbornly ignored their suggestions; this 
will account for any remaining errors. 

My father, Joseph E. Taylor, has read some sections of the manuscript, 
and his helpful suggestions have been incorporated at various points. I re- 
gret that space does not permit the mention of several others who have given 
specific aid, including those who have assisted in the mechanics of preparing 
the manuscript. They will, I hope, realize that their aid is genuinely ap- 
preciated. 


May, 1948 


Philip E. Taylor 
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GENERAL SOURCES OF INFORMATION 
USEFUL TO STUDENTS OF PUBLIC FINANCE 


The following are standard sources of factual information in the field of 
American public finance: 

STATISTICS OF GOVERNMENT INCOME, EXPENDITURE, DEBT: 

Annual Report of the Secretary of the Treasury on the State of the Finances, 
Washington, Government Printing Office. 

The primary source of statistical and other information concerning federal 
finance. 

U. S. Bureau of the Census, Compendium of State Government Finances, Wash- 
ington, Government Printing Office, Annual. 

Prior to 1942 this annual publication was entitled Financial Statistics of 
States. It is the standard source of financial statistics for state governments. 
U. S. Bureau of the Census, Compendium of City Government Finances, Wash- 
ington, Government Printing Office, Annual. 

Prior to 1942 this annual publication was entitled Financial Statistics of 
Cities. It is the standard source of statistics for larger city governments. 
Prior to 1931, statistics were collected only from cities of over 30,000 pop- 
ulation; between 1932 and 1941 from cities over 100,000 population; and 
since 1941 from cities over 25,000 population. Statistics from county gov- 
ernments appear from time to time in County Finances, while information 
on small cities and other local subdivisions appears decennially in Govern- 
mental Finances in the United States (1932, 1942) and in special reports of 
those years. All are publications of the Census Bureau. 

U. S. Bureau of the Census, Statistical Abstract of the United States, Washing- 
ton, Government Printing Office, Annual. 

Contains a section on federal finances and one on state and local finances. 
The statistics presented are taken from the publications listed above. 

OTHER ECONOMIC STATISTICS: 

Federal Reserve Bulletin, Monthly, Board of Governors of the Federal Reserve 
System, Washington. 

Statistics of money, banking, and general business conditions. 

Survey of Current Business, Monthly, U. S. Department of Commerce, Bureau 
of Foreign and Domestic Commerce, Washington. 

Statistics of national product, national income, and general business condi- 
tions. 
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Monthly Labor Review, U. S. Department of Labor, Bureau of Labor Sta- 
tistics, Washington. 

Statistics of prices, employment, wages. 

STATE AND FEDERAL TAX SYSTEMS! 

Tax Systems, Chicago, Commerce Clearing House. 

Prior to the ninth edition (1942) this publication was entitled Tax Systems 
of the World. Under that title it was prepared by the Tax Research Founda- 
tion, and was done in considerably more detail and with more concern for 
fine distinctions. It is somewhat less useful since its preparation by the staff 
of Commerce Clearing House. Though now less useful it is the only single 
source of factual material on the types of taxes used by the states. 

(A list of recommended readings pertinent to the subject discussed will be found 
at the end of each text chapter.) 
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CHAPTBK J INTRODUCTION; PUBLIC 

FINANCE IN ITS ECONOMIC 
AND POLITICAL SETTING 


THE NATURE OF THE STUDY OF PUBLIC FINANCE 

Quite probably the most significant development in the American economy 
during recent decades has been the rise of government to a position of im- 
pressive influence upon nearly all economic activity. This fact is, in a general 
way, well known, and yet a few comparative figures may help to demonstrate 
the order of magnitude of current governmental operations. In the calendar 
year 1951, federal, state, and local governments in the United States received 
from the public in taxes and charges some 85 billion dollars.^ This amount 
is almost exactly equal to the total contribution to national income of all 
unincorporated businesses — ^including farms — in that year.^ The total ex- 
penditures of federal, state, and local governments in the calendar year 1951 
were about 77 billion dollars.® This is almost exactly the figure of total per- 
sonal consumption expenditures in the United States in the year 1941.* It is 
slightly more than total consumption expenditures on food and tobacco, and 
slightly more than total consumption expenditures on clothing, housing, and 
household operation in 1951.® In the same year, all governments in the 
United States employed almost 6 million persons. This number is almost one- 
third as large as the number of employees in all manufacturing in that year; 
governments employed in 1951 almost as many persons as were employed in 
the automobile, primary metals (including steel) , machinery, and food manu- 
facturing industries combined. All retail trade employed only 22 per cent 
more persons than did governments in 1951.® 

A comparison of figures for the federal government with those of a single 

1 Survey of Current Business, July, 1952, p. 16. 

2 Ibid., p. 17. 

® Idem. 

4 Ibid., p. 13. 

Ibid., pp. 24-5. 

® All employment figures are taken from the Monthly Labor Review, July, 1952, pp. 
85-7. 
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giant business corporation may be somewhat more revealing to some readers 
than the comparison with aggregate figures above. In 1951 the huge General 
Motors Corporation received gross income which amounted to about 15 per 
cent of tax receipts of the federal government. The federal government em- 
ployed in that same year about five times as many people as were employed 
in the far-flung activities of General Motors.'* But another and at least equally 
important set of facts concerning the relation of government to the economy 
is indicated in reported figures by General Motors. In 1951, of all sales of 
General Motors products, some 10 per cent represented defense products 
sold to government, while in addition governments bought considerable 
amounts of “civilian" products produced by the Corporation. On the other 
hand. General Motors made provision for taxes in 1951 which represented 
about 15 per cent of total sales. 

A nation at war or living under the threat of war will inevitably undertake 
heavy expenditures. The claim may thus be made that the level of fiscal op- 
erations in recent years has been abnormally high, and that generalizations 
based upon recent experience are unwarranted. However, through the decade 
of the nineteen-thirties, expenditures of all governments in the United States 
averaged just under one-fifth of gross national expenditure ** of the American 
economy; during the first (war) half of the decade of the nineteen-forties, 
governmental expenditures rose to an annual average of over one-third of 
gross national expenditure, and during the second (quasi-peace) half of that 
decade the proportion fell to one-fourth. Given the state of international 
politics and the scale of demands placed upon government by its citizens, one 
would be rash indeed to predict that in the foreseeable future government 
expenditures will fall significantly below one-fourth of national income. 

The channeling of so significant a share of the income stream through gov- 
ernment cannot but have effects of great magnitude upon the whole economy. 
The impact of taxation and governmental spending upon the amount and 
distribution of income is such as to deserve much better than the customary 
economy of hard thinking and the frequently dyspeptic repetition of dogma 
with respect to public finance. Government is very big business; its financial 
operations are so significant to economic well-being as to merit the maximum 
of penetrating analysis and understanding'. 

The ultimate goal of the study of public finance is to develop proper fiscal 
policy. This implies that the purpose of the study is to determine what should 

r 

Government figures from Monthly Labor Review; General Motors figures from 
General Motors Annual Report, 1951. 

® Gross national expenditure (gross national product) is the sum of personal con- 
sumption expenditures, gross expenditures for investment goods in the private economy, 
net foreign investment, and government purchases of goods and services. 
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be done in the fiscal field, and what should be done evidently involves care- 
ful evaluation of the efilects of what is being done as well as projection of new 
and sometimes daring plans for the future. “Fiscal pohcy” embraces matters 
of policy at various levels, ranging from matters of local concern, such as the 
desirability of erecting a new grammar school, to matters of broad national 
policy such as the proper sphere of governmental fiscal activity in relation 
to the operation of the economy as a whole. 

There is much to recommend postponement of definition of a field of study 
until that study is completed. ^The bare bones of definition take on muscular 
and organic significance as the study progresses, and only at the end do the 
implications of the definition have real meaning^ Nevertheless an obligation 
arises at the outset to make some observations designed to give the reader 
some preliminary “feel” of his whereabouts. 

PUBLIC FINANCE. Public finance deals with the finances of the public 
as an organized group under the institution of government. It thus deals 
only with the finances of government. The finances of government include 
the raising and disbursement of government funds. Public finance is concerned 
with the operation of the fisc, or public treasury. Hence, to the degree that 
it is a science, it is the fiscal science; its policies are fiscal policies, its problems 
are fiscal problems. 

Public finance is not concerned with the direct regulatory functions of gov- 
ernment over the private economy. It is not concerned with such matters as 
the regulation of railroads and public utilities, monopolies, banks, and 
security markets, except as administration of these programs involves expendi- 
ture of public funds or as taxes may be used for purposes of regulation. Gov- 
ernment afiects the private economy in very many ways, but public finance is 
concerned only with the raising and disbursement of funds by government. 
However, as we shall see in later chapters the raising and disbursement of gov- 
ernment funds may themselves have a significant effect upon the level at which 
the economy operates. 

The raising and disbursement of government funds by no means constitute 
a narrow field of problems. Determination of appropriate measures for rais- 
ing funds implies an understanding of the flow of production from and income 
through the private economy, and therefore of the way the whole economy 
works. Determination of an appropriate expenditure program implies insight 

9 Professor Jacob Viner is reported to have defined economics as “What economists 
do.” (K. E. Boulding, Economic Analysis, New York, Harper, 1941, p. 3.) Such cir- 
cuition may call forth condemnation from the logician, but not from the teacher who 
has experienced the futility of streamlined definition of a field to which the student is 
just being introduced. 
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into such vast fields as the effects of public spendings upon the income stream 
of the whole economy, the relative social utilities of governmental services 
and private spendings, and the impact of change in government’s expenditures 
upon the structure and philosophy of government. The field is thus both 
broad and deep; the solution of fiscal problems requires coordination of the 
efforts of many specialists. 

THE QUESTIONS OF PUBLIC FINANCE. Who these specialists are 
and what they do arc indicated by the kinds of questions asked of public 
finance. Some of the questions asked are of the Who? What? Where? Why? 
type and are answerable only by cause and effect analysis. Such questions 
therefore call for application of the scientific method and require scientific 
answers. Other questions are of the Should? Ought? May? type and require 
value judgments. Some of the specialists are thus necessarily scientists and 
some are artists. Remember that we are concerned in public finance with the 
determination of appropriate fiscal policies, which under democratic govern- 
ment must be not only right, but also feasible; not only capable of improving 
fiscal or economic conditions, but also capable of adoption. 

Listed below are some (but not all) of the questions asked of public fi- 
nance. 

1. What are the effects of a fiscal proposal or practice upon: 
national production and income? 

the national standard of living? 
distribution of wealth and income? 
die financial markets? 
particular localities? 
particular lines of business? 
particular economic groups? 

2. What are the effects of the proposal or practice upon: 
the rights of citizens? 

the structure and form of government? 
international relations? 

3. Is adoption of the proposal possible? 

4. How do we: 

procurd the necessary personnel? 

procure the materials? 

get the job done efliciently? 

The various parts of question 1 are answerable by the economist, since 
they involve knowledge of the structure of the economy and the forces which 
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make it operate as it does. Questioa 2 caa be answered by the political scien- 
tist, with assistance from the political philosopher, who is inclined toward 
the more esoteric aspects of government, and the lawyer, who is the prac- 
titioner in rules and regulations. 

Question 3 requires an answer from the politician, whose function the 
London Economist has described as follows; 

. . . there are men who have politics in their blood, just as artists are born to 
paint, and who will devote their lives to practice of their art even if they have to 
starve to do so. But the professional politician is not merely inevitable, he is neces- 
sary. He is the practitioner of the art of the possible, without whom almost every- 
thing is impossible. He is the man who gets things done, and his reward, his meat 
and drink, is power. From him cabinets draw their strength and parties their co- 
hesion.i® 

Question 4 must be answered by the administrator, whose art lies in or- 
ganization, in getting the right people for the right jobs, in programming the 
work, in putting on the right amount of pressure in the right places at the 
right times, His art is constantly directed toward his goal of efficiency. 

These are the specialists whose particular abilities and accomplishments 
are required if proper answers are to be given to the questions asked of public 
finance. Many of the questions listed above can be answered by specialists in- 
dependently of one another. But the final questions, “Do we want it?” “Can 
we afford it?” can usually be answered only by integration of the results of 
specialized investigation and opinion. 

This book is primarily concerned with the economic aspects of public 
finance. From time to time political limitations upon change are cited, and 
practical possibilities are briefly considered. On the whole, however, con- 
clusions are drawn from the viewpoint of the economist. In many branches of 
public finance the questions are so essentially economic that his viewpoint 
should be considered supreme. In other branches, where Ms view does not 
carry supreme authority, conclusions are stated as first approximations, to be 
qualified or amended by other specialists. 

METHOD. Two approaches to the economics of public finance are neces- 
sary, the institutional and tlie analytical. A description of the governmental 
and economic institutions through which public finance operates is basic to 
the study. Administration of appropriate fiscal policy is accomplished by and 
within the framework of this governmental structure and through* various eco- 
nomic institutions. Not only do existing legislation and existing governmental 
and economic organization represent useful starting points for critical study, 
but recognition of inherent resistance to change in the institutions (whether 

10 “What Kind of M Ps?” The Economist, Vol. CL, No. 5343, January 19, 1946, p. 85. 



INTRODUCTION: PUBLIC FINANCE 


tS 

desirable or not) is conducive to a healthy point of view with respect to the 
types of fiscal policy which may be feasible. 

The analytical approach applies the techniques of economic analysis to the 
materials of public finance. The techniques of economic analysis are essen- 
tially those techniques which relate causes and their effects, isolating and 
evaluating the various forces which operate together to make the economy 
behave as it does — or should. We shall therefore draw heavily upon eco- 
nomic “theory.” It is hoped that readers will have gained some previous 
acquaintance with economic analysis or theory, although the theoretical as- 
pects of the problems discussed in this book do not presuppose a high degree 
of competence along this line. 

GOVERNMENT FINANCE AND BUSINESS FINANCE 

What similarities and what differences are to be found in government 
fiscal operations as compared to monetary operations of private business? It 
has sometimes been said that government and business are fundamentally dis- 
similar in that government adjusts its tax income to its desired scale of ex- 
penditures, whereas business must adj’ust its expenditure to its income. While 
there is an aspect of coercion in government’s taxing power which is not avail- 
able to ordinary business, the distinction mentioned is hardly real. Both gov- 
ernment and business (and consumers) resort to borrowing when current 
revenues are inadequate to accomplish what they wish to do. Income for 
business is not necessarily a more fixed quantity than for government. Busi- 
nesses often increase income by first increasing expenditure, and loans fill 
the gap. Government borrows in anticipation of tax receipts, and borrows to 
spend to increase national income, from which Sow increased tax receipts. 
On the other hand, considerations of the adequacy of tax revenues and ability 
to manage debt inevitably condition the scale of expenditures which govern- 
ment undertakes. 

There are differences, however, between government and business with re- 
spect to their financial operations. Business determines the advisability of ex- 
penditure almost exclusively in terms of its capacity to produce revenue for the 
business. Government, on the other hand, spends to promote general welfare, 
where no direct revenue is anticipated. Even though government may spend 
to support the economy and to promote business prosperity, the increment to 
national incojne thus generated does not accrue to government unless govern- 
ment chooses to tax it away from individuals. Government is in a position to 
finance improvements of a general nature and activities for which financial 
return is uncertain or long delayed. The objectives and motives of govern- 
ment in making expenditures are thus different from those of private business, 
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Another difference between government and private business lies in the 
different degrees of their coercive authority. By and large, where popular 
government is practiced, government policy is determined more democratically 
than is business policy. But once determined, tax measures are coercive, since 
the alternatives of not earning taxable income, not buying taxed goods, not 
accumulating an estate prior to death, or not owning property leave little op- 
portunity for reasonable choice. The only way to avoid a general sales tax 
is not to buy. It should be noted, however, that to the extent business is 
monopolized, eliminating choice among qualities and prices of useful articles, 
an effective coercion is present. Benjamin Franklin’s assertion that the only 
human certainties are death and taxes testifies to the coerciveness of fiscal 
power. It obviously follows that coercive power implies great responsibility 
in the formulation of fiscal policy; such power is ultimately justified only by 
its fruitfulness for the general good. 

Much more fruitful for our analysis is an emphasis upon the similarities 
of public and private finance. Although it is true that government’s potential 
income has much broader limits than does the income of any single private 
business, that government may take a longer and larger view with respect to 
the desirability of an expenditure, can ignore the absence of direct money re- 
turn, and that its rules are more coercive than those of business, government 
and business operate in the same economy. Government takes taxes out of 
the general income stream, it spends its funds into the general income stream, 
it borrows funds from the same sources as does private business, it employs 
private concerns to produce for it, and fiscal policy stands or falls by its effects 
upon the private economy. A much healthier approach to fiscal policy results 
from consideration of government as an element in the economy than is to be 
had from assuming govermnent to be a peculiar excrescence upon it. 

GOVERNMENTAL STRUCTURE IN THE UNITED STATES 

A basic fact, having many implications for public finance in the United 
States, is the multiplicity of governmental units. An American citizen is af- 
fected by the expenditure programs and the revenue-raising programs of 
several layers of govermnent. For he is not only a citizen of the United States, 
implying that he is governed by the federal government, but he cannot be an 
American citizen without being subject also to government by a state and a 
local subdivision of the state.^^ Government therefore means federal, state, 
and local government. In the category of “local government” we include 
county, township, and municipal government, and for purposes of adminis- 

Unless, of course, he has residence in the District of Columbia, which is governed 
by a local subdivision of the federal government. 
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tration or finance the municipality may be subdivided further into “special 
districts” — school districts, fire districts, sewer districts, and so forth — created 
to carry on functions and improvements of a local nature. The multiplicity of 
local governmental units has reached astounding proportions in some areas. 
In 1941 there were over fifteen thousand local governmental units in the state 
of Illinois, each empowered to levy taxes.^^ The piling up of governments 
makes for complexity in establishment of intergovernmental relationships, 
overlapping of administrative jurisdictions, division of authority, and inability 
of the average citizen to exercise his responsibility intelligently. 

The student of public finance will do well to understand, at least in broad 
outline, the relation of one type of government to another in the United 
States. An understanding of this relationship will serve ( 1 ) to establish prin- 
ciples pointing to the types of functions to be performed at dillerent govern- 
mental levels, and (2) to remind the student that fiscal idealism may run 
afoul of political fact. 

POWERS OF FEDERAL AND STATE GOVERNMENTSA^ In a demo- 
cratic society ultimate authority rests with the citizen; “governments derive 
their just powers from the consent of the governed.” Although “sovereignty” 
in democracy resides in the people, in the sense that the people represeirt the 
ultimate authority, it is possible to speak of a sovereign government — a gov- 
ernment which has supreme governmental authority and is not subject to the 
control or authority of another government. A sovereign government is free 
to determiae its own action (within the limits of authority granted to it by 
its citizens), although it may choose to limit those actions by contract or 
by law.^^ 

In the United States, a citizen lives under two sovereign governments, fed- 
eral and state. The areas in which each government is sovereign are either 
defined or implied by the Constitution of the United States. Local govern- 
ments — county, township, city or village, and special districts — are not sov- 
ereign in any sense. They are political subdivisions of the state, created by 
the state or under state authority, and exercising powers granted to them by 
the state. Since local governments do what they do under authorization from 

S. E. Leland (Ed.), State and Local Fiscal Relations in Illinois, University of Chi- 
cago Press, 1941, p. 33. 

12 The student of government will recognize that this section represents but a bare 
summary of the general subject. The only defense which can be made of the ruthless 
elimination of detail and qualification is lack of space and the relative insignificance 
to this type of study of detail and qualification. 

14 For example, when government borrows it sells securities (contracts) which bind 
it to certain financial promises to repay principal and to pay interest; or it may limit 
the amount of its borrowing by law establishing a limit to gross debt. 
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the state government (authorization being granted both by the local govern- 
ment’s charter and by the statute laws of the state) , questions of conflict of 
authority arise only between federal and state governments. 

The supreme law of the land — ^the Constitution of the United States — de- 
fines, partially by implication, the areas of supremacy of federal and state 
governments. After reserving some rights and powers to the people by deny- 
ing them to both federal and state governments, the Constitution enumerates 
powers of the federal government and reserves the remainder to the states. 
Rights reserved to the people include the basic protection of citizens against 
suspension of the habeas corpus privilege; ex post facto legislation; irre- 
sponsible charges of treason; abridgment of the freedom of religion, speech, 
assembly, and the press; unreasonable search and seizure; deprivation of life, 
liberty, or property without due process of law; inadequate opportunity or 
representation before the courts; denial of the right to vote on account of race, 
color, or previous condition of servitude. The above list is not complete, but 
does indicate the areas in which citizens are legally immune from interference 
by any level of government. 

The powers of the federal government are in part specifically granted to 
it and in part granted by prohibition for their use by the states. The “enu- 
merated” powers of the federal government which are significant to the study 
of public finance are: 

1 . To lay and collect taxes uniformly throughout the United States, to pay 
the debts and provide for the common defense and general welfare of the 
United States. 

2. To regulate commerce with foreign nations and among the several states. 

3. To coin and regulate the value of money. 

4. To establish post offices and post roads. 

5. To raise, support, and regulate an army and navy. 

6. To adjudicate controversies between states. 

The states are expressly prohibited from practices interfering with or im- 
pairing the performance of these functions by the federal government. 

Article X in amendment of the Constitution states: “The powers not dele- 
gated to the United States by the Constitution, nor prohibited by it to the 
states, are reserved to the States respectively, or to the people.” Thus we may 
say that, among the powers not reserved to the people, the federal government 
has authority over those matters which afiect foreign relations and foreign 
commerce, interstate commerce, the respect of states for the actions of other 
states and the rights of citizens of other states, and the establishment of 
uniform coinage, weights, measures, and postal systems. The remaining 
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powers belong to the states and are limited to authority over intrastate affairs 
so long as exercise of that authority does not encroach upon the federal in- 
terstate or international domain.^® The boundary line at which federal au- 
thority ends and state authority begins is not a clear nor fixed line. The 
boundary at any given time is drawn by interpretations of the courts in spe- 
cific cases. The tendency tlirough the last half-century has been to expand 
the bounds of federal authority by an increasingly more liberal interpretation 
of the term “interstate commerce.” 

This dualism in American government creates problems which are im- 
portant to the study of public finance. The burden of taxation upon the in- 
dividual citizen is the sum of federal, state, and local taxes. There is little 
that can be done, except on the volition of federal or state government, to 
eliminate discriminatory double taxation of American citizens who reside 
within a given state. There is little that can be done, except voluntarily by 
states, to provide uniformity among themselves in tax methods or tax burdens. 
It is impossible by direct legal methods to enforce integration of federal and 
state tax systems. It is impossible by direct legal methods to force state and 
local governments to coordinate their tax and expenditure policies with those 
of the federal government for the purpose of counteracting the movements 
of the business cycle. The absence of power to enforce uniformity may, of 
course, have its desirable aspects. Superior authority may not always be ac- 
companied by superior wisdom; the absence of supreme centralized authority 
can obviate the possibility of general application of unwise policy. 

However inadequate the legal authority of the federal government may be 
in imposing its financial will or wisdom upon the states, the tremendous 
financial resources provided by its taxing and borrowing power have served 
it well as a substitute therefor. The instrument of grants-in-aid has enormously 
extended the practical power of the federal government over the states. By 
the offer of federal money (with strings attached) for the construction of 
highways within the states, the federal government has in effect dictated 
the creation of highway departments in state governments, the appropriation 

In the Houston, East and West Texas Railway vs. United States case (1914), the 
Supreme Court stated; “Wherever the interstate and intrastate transactions of carriers 
are so related that the government of the one involves the control of the other, it is 
Congress, and not the State, that, is entitled to prescribe the final and dominant rule, for 
otherwise Congress would be denied the exercise of its constitutional authority and the 
State, and not„the Nation, would be supreme within the national field.” 234 U. S. 351-- 
352. 

16 Although, as Professor Bittermann states, the methods of the Bureau of Public 
Roads have been more persuasive than coercive and dictatorial. (Henry J. Bittermann, 
State and Federal Grants-in-Aid, New York, Mentzer, Bush & Co., 1938, p. 282.) 
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of State money for the construction and maintenance of particular roads and 
highways, the location and type of road construction, and the earmarking of 
certain state revenues for highway construction. Under the Social Security 
Act of 1935, grants-in-aid were successfully utilized to encourage the states 
to appropriate money for uniform programs of unemployment compensation, 
old-age assistance, child health and welfare, general public health, vocational 
rehabilitation, and aid to the blind.^^ Obviously the federal government had 
no legal authority under the Constitution by which it could force the states 
to undertake such projects according to federal standards. But the offer of 
“doUar-for-dollar” in federal money was too attractive for the stales to ig- 
nore, and tliey voluntarily fell into line. Few would deny that to date the 
result has been good, both in getting desirable things done and in improving 
the quality of state administration of highways and of many welfare activities. 

It is clear that legally the choice of whether or not a state is to levy death 
taxes lies with that state. It may even advertise its policy, in order to attract 
as residents wealthy persons who prefer to die in states without death taxes. 
But if through pressure for more revenue the federal govermnent then de- 
cides to mstitute a death tax and, out of consideration for states with death 
taxes, allows a credit against the federal tax of state death taxes paid, the 
death-tax-free state will not only have lost its former attraction, but unless it 
enacts a death tax equal to the federal credit, will be sacrificing revenues 
which are no additional burden on the taxpayer. The result of federal death 
tax policy which began in 1924 and continues to the present has been to 
bring the states into line in both the type of tax imposed and the severity of 
rates. This is a perfectly legal use of the federal taxing power, although its 
efiEect is quite evidently that of introducing a high degree of elasticity into 
the constitutional concept of federal and state governments, each supreme in 
its own area. 

The reader will see an element of practical conflict between the federal 
government’s responsibility to promote the general welfare and the denial 
of federal authority to compel uniformity of policy within the states. For mat- 
ters of taxation and of governmental functions do affect welfare, and lack of 
uniformity in state policy makes for unevenness in welfare standards among 
the states. The instruments of grants-in-aid and tax credits make the decision 
of the states to fall in line an easy one, though in matters of extreme impor- 
tance to a state the possibility of independent choice of policy is still open 
and legally protected. 

17 Cf. Bittermann, op. cit, Ch. XII. 
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THE FEDERAL TAXING POWER 

Bills for raising revenue must be legal in terms of the constitutional limi- 
tations upon the taxing power. These limitations are: 

1. “Congress shall have power to lay and collect taxes, duties, imposts 
and excises, to pay the debts and provide for the common defense and gen- 
eral welfare of the United States; . . This grant of authority is extremely 
broad. “General welfare” has been interpreted so liberally by the Court as to 
include the welfare of relatively small special classes. Nevertheless, the wel- 
fare objective, liberally interpreted, may not be used by Congress to accom- 
plish objectives denied to it by the Constitution. Thus in the AAA case 
(1935) the Court held that with respect to the constitutionality of a tax .on 
the processors of agricultural products for the purpose of paying benefits 
to farmers who reduced acreage, “We are not now required to ascertain the 
scope of the phrase ‘general welfare of the United States’ or to determine 
whether an appropriation in aid of agriculture falls within it. Wholly apart 
from that question, another principle embedded in our Constitution prohibits 
the enforcement of the Agricultural Adjustment Act. The act invades the re- 
served rights of the states. , . . The tax, the appropriation of the funds 
raised, and the direction for their disbursement, are but parts of the plan. 
They are but means to an unconstitutional end.” 

2, . . all duties, imposts, and excises shall be uniform throughout the 
United States.” This applies, of course, only to federal revenue measures. 
It does not mean that the amounts collected from the various slates by a 
given indirect tax must be equal; but simply that individuals and concerns, 
in whatever state they are located, are subject to tax rates uniformly estab- 
lished on taxable things uniformly defined. For example, a federal unemploy- 
ment compensation tax is imposed on employers of eight or more employees 
who are employed by them at least twenty days per year, each day being in 
a different week. The rate of tax is uniform for all employers, in whatever 
state they may be situated, and the amount of tax paid is the rate times the 
wages of employees. Thus the amounts of tax paid by employers vary with 
the number of employees and the amount of wages paid to the employee. So 
long as the definition of employers subject to the tax, the tax rate, and the 

IS Cf. F. A. Ogg and O. P. Ray, Introduction to American Government, 6th Ed., Now 
York, AppletoE-Century, 1938, pp. 466-9. 

Article I, Section 8. 

20 U. S. VS. Butler, Jan. 6, 1936. Quotation from House Document No. 386, 73th 
Cong., 2nd Session, p. 9. 

21 Article I, Section 8. 
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tax base are uniform throughout the United States, the constitutional re- 
quirement of uniformity is satisfied. 

3. “No tax or duty shall be laid on articles exported from any state.” 

4. The final constitutional limitation, “No capitation or other direct tax 
shall be laid, unless in proportion to the census . . is no longer significant. 
The only “direct” tax now used by the federal government is the income tax, 
which is permitted under the sixteenth amendment: “Congress shall have 
power to lay and collect taxes on incomes, from whatever source derived, 
without apportiomnent among the several States, and without regard to any 
census or enumeration.” The limitation would thus be effective only if the 
federal government wished to levy a direct tax on property. If there were a 
federal poll tax, it would presumably be levied according to the census, and 
thus would be legal. The automobile use tax (1942-1945) was not a di- 
rect tax on property (an automobile), but an excise on the use of that prop- 
erty. Thus use and not ownership of an automobOe was the basis of the tax, 
and being an “indirect” tax it was not subject to the constitutional limitation 
here considered. (Since it was uniformly applied, this tax met the uniformity 
requirement for indirect taxes in (2) above.) 

There appears to be a fairly widespread notion that it is illegal to utilize 
the taxing power for other than revenue purposes — ^that taxation for purposes 
of regulation is not permitted. Such is not the case. So long as the tax is 
within the limitations listed above and so long as the regulatory function 
contemplated is not denied by the Constitution, Congress may use the indi- 
rect method of accomplishing regulation by taxation as well as the direct 
method of establishing rules of conduct. Fortunately lor fiscal policy, no legal 
provision requires that tax measures be used for revenue purposes only. In 
1865, Congress imposed a 10 per cent tax on the circulation of state bank 
notes. The effect, as well as the intention, of Congress was to tax state bank 
notes out of existence. It could have been done by direct legislation prohibit- 
ing their circulation, but Congress chose rather to use the tax method. In 
approving this method the Court said in part; "Having . . . , in the exercise 
of undisputed constitutional powers, undertaken to provide a currency for the 
whole country, it cannot be questioned that Congress may, constitutionally, 
secure the benefit of it to the people by appropriate legislation. To . . . [this] 
end. Congress may restrain, by suitable enactments, the circulation as money 
of any notes not issued under its own authority.” 

22 Article I, Section 9. 

23 Effective February 25, 1913. 

2* Veazie Bank vs. Fenno, 8 Wall. 549 (1869). 
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recommended READINGS 
General; 

Seligman, E. R. A., “Public Finance,” Encyclopaedia of the Social Sciences, 
N. Y., Macmillan, 1934. 

A useful treatment of the scope of public finance, with considerable histori- 
cal detail. Does not discuss the more recent broadening of the field to include 
the general economic consequences of stabilization policy. 

Taxing power; 

Shultz, William J., American Public Finance, Third Edition, N. Y., Prentice- 
Hall, 1942, Chapters 8 and 9. 

A highly recommended detailed discussion of this field. The material may be 
found in other editions of the book. 



cHAPrER 2 FISCAL ADMINISTRATION 


THE BUDGET 

The budget is the master financial plan of government. It brings together 
estimates of anticipated revenues and proposed expenditures, hnplying the 
schedule of activities to be undertaken and the means of financing these ac- 
tivities. In the budget fiscal policies are coordinated, and only in the budget 
can a unified view of the financial direction in which government is going 
be observed. Ideally the budget is a statement of careful estimates and honest 
intentions. In practice it is too often less than this. 

The “executive budget,” prepared by the chief executive (with the aid of 
the budget department or bureau) and presented to the legislative branch of 
government for translation into legislation, is the preferred type of budget and 
is more commonly used by the larger governmental units. The alternative is 
a “legislative budget,” prepared by or for a committee of the legislative branch 
for adoption by"tRat bran(±. Three arguments favor the executive budget; 

( 1 ) the chief executive will be held largely accountable by the public for the 
results of fiscal operations during the fiscal period, Whether or not he is in 
the main responsible, and is therefore entitled to present his budget, (2) one 
of the admitted functions of the chief executive in governments in the United 
States is that of recommending general governmental policy — charting the 
governmental course — for implementation or revision by the law-making 
branch, and (3) the largest share of expenditures will almost certainly be 
spent by agencies of the executive department of government. As will be 
seen, presentation by the executive of the budget plan in no way encroaches 
upon the proper sphere of the legislature, since its proposals are made effec- 
tive only by translation into law by the legislature. 

The Budget and Accounting Act of 1921 ^ established the present federal 
budget system. It imposed upon the President the duty of transmitting the 
budget to Congress on the first day of each regular session. It created a Bu- 
reau of the Budget, first placed in the Treasury Department and in 1939 trans- 
ferred to the Executive Office of the President,^ to prepare the budget for the 

1 67th Congress, 1st Session, Chapter 18. Approved June 10, 1921. 

2 By Reorganization Plan I, pursuant to the Reorganization Act of 1939. 

IS 
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chief executive. The Budget Act defines the required contents of the budget in 
some detail, the more important of which are: 

1. The President’s estimates of the expenditures and appropriations neces- 
sary in his judgment for the ensuing fiscal year, except that estimates for the 
legislative branch of the government and the Supreme Court shall be trans- 
mitted to him and he shall include them in the budget without revision. 

2. The President’s estimates of receipts during the ensuing fiscal year, 
under 

a. revenue laws existing at the time the budget is transmitted, and 

b. revenue proposals, if any, contained in the budget. 

3. The expenditures and receipts of the last completed fiscal year. 

4. The President’s estimates of the expenditures and receipts during the 
fiscal year in progress. 

5. The amounts of appropriations, including balances of appropriations 
from prior fiscal years, available for expenditure during the fiscal year in 
progress. 

6. Balanced statements of the actual or estimated condition of the treas- 
ury at the end of the last completed fiscal year, the fiscal year in progress, 
and at the end of the ensuing fiscal year if the financial proposals contained 
in the budget are adopted. 

7. All essential facts regarding the indebtedness of the government. 

8. Such other financial statements and data as in his opinion are necessary 
or desirable in order to make known in all practicable detail the financial 
condition of the government. 

9. If for the ensuing fiscal year estimated receipts plus any prior surplus 
are less than the estimated expenditures, the President shall recommend in 
the budget new taxes, loans, or other appropriate action to make up the de- 
ficiency. 

10. If the aggregate of such receipts and such surpluses is greater than 
estimated expenditures, he shall make recommendations as in his opinion 
the public interests require. 

The scope of the budget’s contents is indicated by the requirements listed 
above. It is designed to show the financial results of fiscal policy for the last 
completed fiscal year, the probable results for the current year not completed 
(since the budget is presented in January and the fiscal year ends June 30), 
and the President’s recommendations concerning receipts and expenditures 
for the next fiscal year. It often should, but usually does not, recommend 
changes iu revenue legislation. In recommending a fairly detailed schedule of 
expenditures it in effect recommends a desired scale of governmental activities. 
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So far as the President wishes to change the scale of governmental activities 
— ^to add or subtract functions — his general policies are reflected in the 
budget and advocated in the budget message. The budget is thus the focal 
point of fiscal policy. 

PREPARATION OF THE BUDGET.^ Preparation of the federal budget 
for the fiscal year beginning July 1 normally begins about July 1 of the pre- 
vious year with the preparation by the operating agencies of their requests 
for appropriations. When estimates have been prepared, they are reviewed 
by the budget ofiicer in the department having cognizance of the budget ac- 
coimts of the agency. The budget officer may, and probably will, revise the 
estimates before they are sent to the Bureau of the Budget on or before Sep- 
tember 15. The second review is made by the Bureau of the Budget, which 
is presumed to be thoroughly acquainted with the President’s desired policy 
as to the scope of expenditures. The estimates as received from the Bureau 
of the Budget are therefore likely to be acceptable to the President and are 
placed in the budget. If the President’s budget contains recommendations 
for new revenue legislation, these recommendations will likely have come to 
him from the Treasury, from members of Congress, or from others of his 
advisers. By the middle of January the budget document is completed and 
is presented through the budget message to the legislative branch at the open- 
ing of the regular Congressional session. 

LEGISLATION OF THE BUDGET: APPROPRIATIONS. Upon receipt 
of the President’s budget by Congress, it is sent to the Appropriations Com- 
mittee of the Senate and House. There the budget requests for the various 
agencies are distributed among subcommittees for careful study. The sub- 
committees may conduct hearings, calling representatives of interested agen- 
cies to justify their requests. Eventually the appropriation bills are “reported 
out” of committee and are debated and voted on by the legislative bodies. 
When passed by both houses, frequently requiring compromise of differences 
in Conference Committee, they are sent to the President for signature, after 
which they become law. The time elapsing between presentation of the budget 
to Congress and signature of appropriation bills by the President depends 
upon the time required to get the bffls through Congress. Since the budget 
is presented to the Congress late in January and the appropriations are made 
for the fiscal year which begins July 1, the appropriations job is expected to 
be done in a period of just over five months. The result is that there is nearly 

3 The information in this section is taken largely from E. F. Bartelt, Accounting Pro- 
cedures of the United States Government, Chicago, Public Administration Service, 1940, 
pn. 94—9. 
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always a rush to legislate appropriations in the last few hours before termi- 
nation of the fiscal year, and not infrequently important agencies begin the 
new fiscal year without knowing how much money they will be allotted in 
the appropriation act.'* 

There is no formal acceptance or rejection by Congress of the President’s 
budget as a whole. The degree of acceptance is indicated by comparison of 
the revenue and appropriation bills passed with the amounts recommended 
in the President’s budget. In England the budget is presented by the Chan- 
cellor of the Exchequer, representing the Prime Minister’s government. If 
an issue is made of the budget, the government stands or falls on the formal 
acceptance or rejection of the budget by the House of Commons. 

LEGISLATION OF THE BUDGET: REVENUE MEASURES. The Con- 
stitution requires ® that all bills for raising revenue originate in the House 
of Representatives, the principle being that measures of such importance to 
the welfare of citizens should be required to pass first that legislative body 
which is the largest and most representative of the people before it can pro- 
ceed on its way toward becoming law. In recent practice, however, original 
passage by the House has often been little more than a formality. Confused 
and admittedly inadequate revenue bills have been voted simply to set the ball 
rolling. The bill then goes to the Senate, where Finance Committee hearings 
are conducted. A bill is then reported out to the Senate and is debated and 
possibly revised on the Senate floor. The Senate bill, probably quite different 
from that passed by the House, is then put in shape by Conference Commit- 
tee, composed of members of both houses, for passage by both the Senate 
and the House of Representatives before it can be sent to the President for 
signature. 

In our discussion of the course of the budget from preliminary estimates to 
final appropriations and revenue measures we have perhaps overemphasized 
the formal aspects of budgeting. This has been done to counteract the too- 
common presumption that the sum of expenditures or revenues results in 
purely haphazard fashion from individual and unrelated acts of Congress. 

f Prior to passage of the Legislative Reorganization Act of 1946, the various appro- 
priation bills originated in a dozen or so different committees in each legislative house. 
This Act created a single Appropriations Committee in each house, in the hope that 
centralization of responsibility would bring about both greater efficiency in legislative 
action and more sensible allocation of funds among the many functions of government. 
In practice, the change appears to have made little difference one way or the other. 
Subcommittees of the Appropriations Committee study and recommend individual ap- 
propriation bills, and the va,rioxis subcommittees appear to operate about as inde- 
pendently of one another as did the various independent committees prior to 1946. The 
Appropriations Committee itself is so large that its deliberations are more like debates of 
the whole legislative house than deliberations of a working committee 

0 Article I, Section 7. 
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This is not the case. On the other hand, in the process of making appropria- 
tions there are many informal pressures brought to bear. Established govern- 
mental agencies recognize that effective working relations with the legislative 
branch pay off in appropriations. Specific requests for information from legis- 
lators are given early and devoted attention, cultivation of legislative leaders 
by executive agencies is part of their job, and favorable treatment of persons 
or groups with whom the agency has dealings will normally line up these 
groups in support of adequate appropriations. In this respect the new and un- 
sophisticated agency may suffer because it has not learned how to win friends 
and influence legislators. 

THE FEDERAL "LEGISLATIVE BUDGET.” The Legislative Reorgan- 
ization Act of 1946 introduced into the federal fiscal picture a curious crea- 
ture officially called a “legislative budget.” It is not a true budget, for it pre- 
scribes only “the maximum amount to be appropriated for in such year,” 
without recommendation of the component parts of the total. The Act re- 
quired that by February 15 of each year (less than a month after the Presi- 
dent’s presentation of his budget to the Congress) a joint committee of the 
legislative houses was to set an over-all ceiling of expenditures for the year, 
after which individual appropriations were to be fitted into this total. 

It is to be noted that this “legislative budget” was not substituted for the 
traditional executive budget practice but was in addition to it, the ceiling to 
be determined after “giving due consideration to the budget recommenda- 
tions of the President.” The plan originated out of the perennial feeling of 
frustration by the Congress, the sum of whose individual appropriations 
seemed nearly always to be higher than individual members had hoped it 
would be. It was apparently believed that if appropriation activities could 
begin with establishment of an over-all ceiling, it would be easier for legis- 
lators to exercise self-control in their action on individual appropriation 
bills.8 

Two weaknesses of the plan doomed it to complete failure. The first, and 
more significant, weakness was that it attempted the impossible in requiring 
the establishment of a total before there could be any real knowledge of the 
components of that total. Representatives of both political parties admitted 
on the first attempt to administer the plan that the ceiling could be only an 
“intelligent guess,” and that they were being asked to “pick a figure out of 

® A proposed Senate amendment to the Reorganization Act would have “solved” the 
problem of fitting individual appropriations into the approved figure by keeping a cumu- 
lative total of legislated appropriations and ringing a gong when the ceiling had been 
reached. {Cf. John D. Morris, “New Budgeting System Undergoes First Test,” The New 
York Times, March 2, 1947.) Presumably at that moment all appropriation activity 
would cease. 
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the air.” The second, and somewhat related, weakness was that the plan was 
politically embarrasing. An intrepid Congress which boldly established an ex- 
penditure ceiling which would be popular in an atmosphere permeated with 
the persistent desire lor governmental economy would almost inevitably find 
at the end of the session that it had failed to respect its own ceiling. And, if 
its ceiling were realistic the political opposition would be afforded an oppor- 
tunity to charge wasteful intent. It is to be expected, therefore, that the ma- 
jority party in the Congress would normally be hesitant to bind itself to any 
total figure picked “out of the air.” 

These weaknesses of the “legislative budget” ceiling plan caused its early 
abandonment. The first year the two houses of Congress failed to agree on 
any figure and gave up any attempt to compromise their differences over a 
total which was by its very nature essentially meaningless. Subsequently an 
attempt was made to move the date for establishment of the ceiling late 
enough in the session to permit the determination of a realistic figure. But 
postponement of the date until appropriations were made clearly negated 
the purpose of the plan, for its purpose was to maintain a restraining hand on 
the Congress while appropriations were being legislated. More recently the 
plan has fallen into disuse by common consent. 

The abortive federal “legislative budget” experience represents another in 
a long line of failures of “gadgets” designed to bolster or substitute for careful 
and intelligent legislative action on expenditures.® 

The essence of expenditure budgeting is that the total of appropriations is 
derived as a sum of individual appropriations proper for the performance of 
desired functions. If the individual appropriations are reasonable, the total 
will be reasonable. But the federal “legislative budget” idea begins with a 
round sum legislated total which “looks about tight” and proceeds to force 
individual appropriations into that total. The committees which did prelim- 
inary work on establishment of the ceiling in 1947 claimed it to be but an 


This is less true, however, when the legislature is controlled by one political party 
and the Presidency by another, as was the case in 1947 when the “legislative budget” 
plan became effective. On that occasion the Congress used the budget ceiling as an in- 
strument for producing the greatest possible political embarrassment to the President, 
promising to establish a ceiling far below the total recommended in the executive budget. 

8 The House Committee on Appropriations in 1951 abandoned the “one package” 
system of appropriations it had adopted the year before. It had long been felt in some 
quarters that control over expenditures was weakened by the separate consideration of 
a dozen or so individual appropriation bills, and that combining all appropriations into 
one single package would somehow produce savings. In the one year of trial, savings 
had not made themselves apparent to a majority of the Committee. Further, no agency’s 
^propriation could be legislated until the amounts for all agencies were determined, 
this not only kept all spending agencies on tenterhooks through a major part of the 
unhappy to have the huge package dumped in its lap late in 

vQv s&ssion* 
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“overall objective” which imposed no strict compulsion upon the Congress. 
It appears that at best the plan would represent only a waste of Congressional 
time and effort; at worst it could place the budget in a strait jacket which 
vitiates the budgetary purpose of directing the expenditure of public funds 
toward realization of a maximum of national welfare. Since the Congress de- 
termines appropriations in any case, with the President’s budget as a guide, 
it is difficult to see any real advantage in the “legislative budget” complication. 

PROBLEMS OF THE BUDGET 

The earlier pages of this chapter have shown the procedures in creation 
of the executive budget, and in its transformation into fiscal legislation by 
the legislative branch of government. The budget system is set up to provide 
a maximum of thoughtful and purposeful control of receipt and expenditure 
operations. It presumes competence on the part of both governmental branches 
concerned with it. But the budget system, containing flexibility and wide 
latitude for the exercise of competent judgment in fiscal policy, allows equally 
wide latitude for the exercise of bias and incompetence. If the principle of 
democracy in government is sound, then the concept of the budget as an in- 
strument of democratic fiscal planning is sound. It does not follow, however, 
that any particular budget practice is immune from criticism, or that one type 
of budget practice is not superior to another. In the following paragraphs, 
the more persistent problems relating to the budget and some practices which 
are destructive of good budgeting are briefly considered. 

MEASUREMENT OF ADMINISTRATIVE EFFICIENCY. There is 
little room for disagreement on the proposition that whatever government 
does it should do efficiently. This generally means that governmental func- 
tions should be performed as cheaply as the standard of performance re- 
quired will allow. It does not mean that the amount paid to a direct relief 
recipient must exactly equal that amount which wards off starvation. But it 
does mean that administratively the maximum possible amount of an ap- 
propriation for relief should reach those whom it is intended to benefit, and 
the minimum possible amount should be dissipated in administration or waste. 
If government is embarking upon a program of extraordinarily heavy spend- 
ing in order to inject purchasing power into the economy, it is presumed that 
those funds should be so directed as to have their impact at certain points 
in the economy. In this case efficiency implies that the maximum possible 
amount of the money used find its way to those points, and not be wastefuUy 
lost en route. 

Granted the objective of efficiency, how can the budgetary authorities or 
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the legislative authorities measure administrative efficiency? When govern- 
mental activities are as highly specialized and technical as they now are, how 
can the President, the Budget Bureau, or the Congress measure the degree 
of efficiency in administration of the various activities? In general the admin- 
istrator of the activity, who presumably knows his activity better than anyone 
else, is in the best strategic position to bring about efficiency. And for the 
same reasons his position is most strategic for measuring efficiency, altliough 
his judgment may well be conditioned by the fact that his agency is largely 
his creation and tlierefore he either cannot or will not see its inefficiencies. 
If each administrator were to be given the final judgment on the efficiency 
and the requirements of his agency, the bndget would be constructed on the 
unamended original estimates of the spending departments. This would in 
fact amount to complete renunciation of their responsibilities by the budgeting 
authorities. 

Clearly it is imperative that the budget department or bureau be provided 
with competent and specialized personnel who become intimately acquainted 
with the operation of particular agencies. For instance, in the budget depart- 
ment of a state government should be at least one budget examiner who is an 
expert in highway engineering and the administration of the highway depart- 
ment. He then becomes a specialist in the operations of that department with- 
out being a member of it. He can thus be an impartial and competent judge 
of efficiency in the expenditure of highway funds; he can recommend, through 
his chief, specific allocation of appropriations which will bring about desired 
changes in the department’s expenditures. Fie must possess two qualifications 
for his job: intimate knowledge of the agency whose budget requirements he 
is to examine, and cordial independence of the chief of that agency. Such a 
competent and specialized examiner or officer is required for each of the 
larger spending agencies; it is both infeasible and less important that those 
agencies whose expenditures are small be examined to the same degree. 

BUDGET RECOMMENDATIONS OF REVENUE MEASURES. By the 
Budget and Accounting Act of 1921, if the budget for the ensuing fiscal year 
indicates a deficit, the President is required to “make recommendations to 
Congress for new taxes, loans, or other appropriate action to meet the esti- 
mated deficiency.” » In recent years of consistent deficits, the President has 
met this requirement largely by recommendation of loans to cover deficiencies. 
During war years this has been inevitable, since tax changes could hardly 
have eliminated deficits of such magnitude had there been desire to do so. 

® t/. S. Slat., 67th Congress, 1st Session, Chapter 18, p. 21. 
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Nevertheless, the federal budget has become a detailed and forceful rec- 
ommendation of expenditures, with far less guidance in matters of raising 
revenue and in improvement of existing revenue measures. This is unfortunate, 
since the budget becomes largely an expenditures budget and Congress floun- 
ders in revenue legislation far more than if leadersliip were effective in this 
field. On the side of revenue recommendations, budget practice in the federal 
government of the United States is inferior to that in England. 

GENERAL VS. SPECIFIC APPROPRIATIONS. Reasonable compromise 
should be maintained in appropriation acts between general appropriations 
which allow freedom of the agency to allocate funds to specific projects, and 
appropriations which are so specific as to prevent adjustment to changing 
conditions. The principal argument for general appropriations runs in terms 
of the more advantageous position of the administrator than that of Congress 
for determining proper allocations of funds. The argument for specific ap- 
propriations calls attention to the fact that general appropriations inevitably 
grant a degree of legislative power to the administrator, and when carried to 
excess, largely vitiate the principles of budgeting. The proper type of ap- 
propriation lies somewhere between the two extremes, and conditions will 
determine whether it lies nearer the one or the other. However, normally the 
act should be at least specific enough to detail lump sums for salaries, travel, 
printing, supplies, equipment, and such general categories. 

Much enthusiasm has appeared in recent years for a revision of the form 
in which the budget document is presented, to make of it what is known as 
a “performance budget.” The items in such a budget would represent func- 
tions to be performed or activities to be undertaken by the agency in question, 
broken down in sufficient detail to be meaningful to the legislative branch 
and to the general public. There is a strong tendency to draw up budgets in 
the form and under the categories of past years; gradually this practice tends 
to combine activities in such a way and under such a title as to make the 
purpose of the proposed expenditure obscure. On the other hand, proposed 
expenditures for particular functions tend to become scattered through mis- 
cellaneous titles, which militates against intelligent direction of expenditures 
by the appropriating bodies. 

Adoption of the practice of performance budgeting would not involve 
revolutionary change in present methods. By recasting the form of the budget 
document it would simply make more evident the purpose for which an ap- 
propriation is asked. Within such a classification by function, there would 
still be room for subclassification into such categories as personal services, 
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materials and supplies, and capital outlays whenever such subclassification 
would encourage the intelligent allocation of funds.^® 

In time of war, appropriations for the military branches of government 
are made very general. A large part of such appropriations is to be spent 
approximately a year following the enactment of the appropriation law, and 
no Congress can possibly predict with much accuracy the directions which 
the war will take. The general staff may find one weapon wholly unusable, 
because of change in location of the battlefield or the development of counter- 
weapons by the enemy, while an entirely new weapon may promise such 
success as to warrant heavy production. In addition, for reasons of security, 
highly specific appropriations in public documents may be unwise. It would 
clearly have been unwise for Congress to have spelled out in specific detail 
the purposes for which funds were granted to atom bomb projects during 
World War II. 

On the other hand, the specific appropriation has often been used by the 
legislative branch as a tool to limit the power of the chief executive or an 
executive agency. If agency regulations are believed to usurp legislative au- 
thority or to misinterpret the intent of Congress, specifications in that agency’s 
appropriation act may bring it into line. Congressional fear of, lack of con- 
fidence in, or lack of cordiality toward the executive branch will be likely 
to lead Congress to spell out in greater detail the uses to which appropriated 
funds may or may not be pot.^^ 

INADEQUATE VETO POWER. When both houses have passed a legisla- 
tive act by at least simple majorities, the act is sent to tlie President for ap- 
proval. If he approves, the act becomes law. If he exercises his veto power, 
the act is sent back to Congress, and may become law only when passed by 

The case for a performance budget at the federal level was briefly stated and ex- 
amples of the types of revision which would be involved were presented by the “Hoover 
Commission” in 1949. See Budgeting and Accounting, a Report to the Congress by the 
Commission on Organization of the Executive Branch of the Government, February, 
1949, pp. 7-13 and Annex I. 

w Note, for Instance, the following provisions of the Office of Price Administration 
Appropriation Act for the fiscal year 1945: 

“. . . No part of this appropriation shall be directly or indirectly used for the pay- 
ment of the salary or expenses of any person who directs the formulation of any price 
policy, maximum price or ceiling . . . unless . . . such persons shall be qualified by 
experience in business, industry, or commerce . . .” (This provision was directed against 
“professors” in OP A.) 

“. . . none of the funds appropriated in this Act shall be used to pay the salary or 
expenses of any person fixing maximum prices for different kinds, classes or types of 
processed fruits and vegetables which are described in terms of specifications or stand- 
ards, unless such specifications or standards were, prior to such order, in general use.” 
(Directed against grade labeling.) 

U. S. Stat., 78th Congress, 2nd Session, Chapter 304, June 28, 1944, p. 601 
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two-thix'ds vote of both houses.^® The President, however, may approve or 
veto only the whole act; he may not approve some sections and veto others. 
If an appropriation act contains undesirable provisions, he must weigh the 
undesirability of legalizing these provisions against the desirability of making 
the appropriation effective. If he vetoes the whole bill. Congress may pass 
it over his veto, and at the very least the appropriation bill is delayed. If he 
accepts the bill, he takes the bitter with the sweet. Particularly unfortunate 
is the “rider,” a provision in a bill, usually unrelated to the bill itself and in- 
capable of passage on its own merits, which hopes to “ride” through the 
Congress and the executive on the back of needed legislation. 

Whatever the verdict on other grounds, presidential power to veto sections 
of bills while accepting other sections would help to improve the effective- 
ness of the budget. This would strengthen the President’s hand in seeing his 
budget through to fruition in legislation, and would seemingly not materially 
reduce legislative authority. Sections of bills vetoed by the chief executive 
could stiff be made law by passage over his veto. Thus Congress would still 
possess power to override objections by the President, but only when Con- 
gress is so sure of its desires that it passes the biff by a two-thirds vote in full 
view of the President’s stated objections. 

DEFICIENCY APPROPRIATIONS. A deficiency appropriation is made 
after passage of the general appropriation act, designed to provide funds for 
projects for which no funds or inadequate funds have previously been voted. 
It was noted earlier in this chapter that appropriation bills have high priority 
on the legislative calendar, and are normally drafted early in the session. Un- 
foreseen functions may have to be undertaken later in the session, and other 
functions may be found to have been inadequately provided for. It is of the 
essence of good budgetary procedure that analysis, evaluation, and choice be 
substituted for rigidly strait-jacketed expenditure schedules. It is for this 
reason that the deficiency appropriation is an essential part of budgetary con- 
trol. 

In state governments, with biennial legislative sessions, appropriations are 
made for two-year periods. In such cases need for intersession provision of 
funds may frequently occur. But the principle is the same. Until executives 
and legislatures become omniscient there will be a place for the deficiency 
appropriation. Since state legislatures are usually in session only for a short 
period during the biennium provided for in the budget, deficiencies and emer- 
gencies are normally provided for by one of two methods: (1) allowing the 

12 Ignoring the pocket veto, in which case the President takes no action within ten 
days and Congress adjourns prior to the expiration of this period. In this case the hill 
is dead and remains so unless initiated anew at a later session. 
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Governor or budget officer to approve emergency expenditures in excess of 
appropriations while the legislature is not in session, and (2) appropriation 
of a lump sum contingent fund to be administered by the Governor and/or 
a commission of financial officers. 

It is evident that, although provision for emergency appropriations is a 
necessary part of the budget system, loose and irresponsible use of them can 
threaten that system. If deficiency funds are appropriated to bail out agencies 
which have simply failed to live within their budgets for no reason other than 
prodigality or mismanagement, the budget has failed in its function. A loose, 
openhanded system of providing for deficiencies may well do more harm 
than good. 

ALLOTMENT OF APPROPRIATED FUNDS. Most budget systems, fed- 
eral and state, provide for quarterly, monthly, or other allotments of ap- 
propriated funds to the spending agencies. The primary reason is to main- 
tain operations at a fairly stable level throughout the budgeted period. It 
guards against expenditure at so rapid a rate at the beginning of the period 
as to stop activity of the agency toward the end or to bring the agency in for 
a deficiency appropriation. On the other hand, it discourages excessive fear- 
inspired frugality during the early months of the period, followed by possibly 
wasteful expenditure at the end. 

Allotments are generally administered by the budget department. Obviously 
the schedule of allotments to the agency during the budgeted period should 
be tailored to the normal needs of the agency. A highway appropriation should 
not be allotted in equal monthly installments in latitudes where construction 
and repair of highways can be carried on during only a portion of the year; 
allotments should follow the seasonal curve of activity. 

DEDICATION OF REVENUES TO SPECIAL FUNDS. Probably the worst 
danger to good budget practice in state governments is the dedication of 
particular revenues to particular funds, from which particular activities are 
financed. By this system, income is channeled into any number of pocket- 
books, large and small, with little opportunity for transfer between pocket- 
books. The state treasury is thus not a single treasury, into which receipts 
are covered and from which payments are made according to a budgetary 
schedule of planned distribution. It is a miscellaneous group of more or less 
independent treasuries. 

At the center is the general fund, which must support the general func- 
tions of government, largely support emergency expenditures, and stand ready 
to make up deficits in other funds. Next is the highway fund, supported by 
gasoline taxes, motor vehicle registration fees, operators’ license fees, and 
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miscellaneous receipts from automobile dealers’ and repairers’ fees. The high- 
way fund supports the construction and maintenance of highways, possibly 
the state police, and the various motor vehicle regulatory activities. 

Trailing off from the two largest funds mentioned above may be fifty or 
sixty special funds of various sizes, some so small that the activities they 
support may spend less than a thousand dollars per year. The larger of these 
funds will probably be dedicated to the financing of welfare activities such 
as old-age assistance and of state universities and colleges. The smaller may 
administer the examination of barbers, of hairdressers and cosmeticians, or 
of embalmers. 

The system of financing by funds to which particular revenues are dedi- 
cated has grown up through pressure from two directions; from the federal 
government in connection with grants-in-aid, and from particular classes of 
tax- and fee-payers. In connection with its grants for highway construction, 
matched by the states, the federal government has exerted strong pressure 
upon the states to dedicate gasoline tax revenues to highway construction and 
maintenance. There appear, however, to be possibilities of changing this ar- 
rangement if the states really wanted to do something about it, which it ap- 
pears they do not under pressure from automobile tax- and fee-payers. 

Public campaigns, with signs, stickers, speakers, and literature against 
“diversion” of gasoline taxes and automobile fees from highway to general 
use, have been common throughout the country. They are inspired by busi- 
ness groups — automotive trades groups, gasoline dealers, automobile associa- 
tions, etc. — which stand to gain from more and better highways, and their 
arguments make enough sense to gain the support of a large majority of 
citizens. As matters stand, the term “diversion” im^ilies governmental steal- 
ing from motorists, and not, as it should, the appropriation of one of the 
states’ richest sources of revenue for the particular benefit of the motorist 
class.’-® In one state the governor proposed in his budget message that sev- 
eral of the state boards examining the qualifications of potential entrants into 
various professions be merged, that examinations be set and judged by pro- 
fessional men but that administration be centered m one commissioner. The 
suggestion was quickly defeated, largely under the leadership of the state 
medical society, which publicly decried "political” interference in the de- 
termination of qualifications of doctors. Basically the issue was whether 
professional fees should be covered into the general fund and administered 
under the budget system. 

i®It should be mentioned, however, that in many cases gasoline taxes and fees im- 
posed upon motorists were originally legislated on the promise that their revenues would 
he used for highway purposes. In such cases the cry of "diversion” has a reasonable 
basis. 
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The segregation and earmarking of special receipts for special purposes 
has the effect of removing from budget practice its real reason for being— 
the intelligent control of expenditures. In the case of agencies financed by 
earmarked receipts, appropriation is a mere formality; the agency has allo- 
cated to it the amounts which the earmarked revenues are expected to bring 
in. Transfer of money from one fund to another (“diversion”) is normally 
very difficult. The general fund, which probably covers from one-third to 
one-half of the states’ expenditures and which alone is subject to effective 
budget control, may be called upon to make up deficits in special funds but 
seldom benefits by transfers of surpluses from these special funds. Some 
consequences of this system have been evident in many states since World 
War II. With the phenomenal growth in school population, public school 
facilities nearly everywhere have become grossly inadequate. In most states, 
state aid to local education must be provided out of the general funds, which 
have been so limited as to permit educational grants on a very inadequate 
scale. On the other hand, highway construction and maintenance have pro- 
ceeded on a grand scale, comparatively speaking, because their dedicated 
revenues have greatly increased. This divergence of scales of public living 
with respect to public education and highways in recent years can hardly be 
explained in terms of the public’s rational choice. It is largely the result of 
the abandonment of budgetary control of expenditures by creation of special 
funds with earmarked revenues — ^letting the size of particular tax revenues 
determine the scale of expenditures. 

Financing by special funds leaves the legislature and the public pretty 
much in the dark as to the results of a particular year’s fiscal activity. Has 
the government operated at a surplus or a deficit? One answer to this ques- 
tion can be had by determining the algebraic sum of surpluses and deficits 
of all funds. But once determined, what does it mean, when a surplus in one 
fund cannot be transferred to another? The tendency has been to measure 
surplus or deficit only with respect to the general fund, and to try to balance 
the receipts and expenditures of that fund. But this means that intelligent 
control applies to only a fraction of the state’s fiscal operations.!^ 

The nature of the solution to the problem is clear, though its obstacles 
in public opinion are equally clear. Everyone is in favor of effective budget- 
ing in the abstract, and yet few favor abolition of a practice which makes 


!'!'The federal government has so far wisely avoided the compartmentation of its 
revenues, except m the cases of certain trust funds, the most important of which are 
social security tax receipts. One can only hope that this wisdom will persist, though a 
recent suggestion that royalties from federal off-shore oil resources be allocated to pub- 

^ in the dike. The danger is, of course, that 

vS Liu proposed expenditure is a popular one, the method of its pro- 

vision will escape careful scrutiny. 
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really effective budgeting impossible. Not all special funds could be elim- 
inated. For special reasons the sinking fund — ^for retirement of debt — should 
be segregated. Legal restrictions require that certain trust funds be segre- 
gated. And special functions such as old-age insurance and unemployment 
compensation as now in force must be segregated from general functions 
when collections are in the nature of premium payments to a dedicated re- 
serve fund. All other receipts should go to the general fund, and all other 
payments made from it. Only then can budget unity be approached. 

The logical extension of dedication of gasoline taxes for highway con- 
struction, doctors’ fees for the benefit of the medical profession, and hair- 
dressers’ fees for the benefit of hairdressers is the dedication of tobacco taxes 
for the particular benefit of smokers, liquor taxes for the particular benefit 
of drinkers, and property taxes for improvements to property. In the final 
stages of such dedication, relief payments must cease because the indigent 
carmot pay their way; the legislature, the courts, and the executive, if they 
are to continue to exist at all, must produce services for a ready market. The 
budget department can be dismissed, since “earmarking” has relieved it of 
any duties. 

WHEN IS A BUDGET BALANCED? 

BALANCE AN ACCOUNTING CONCEPT. Much public discussion has 
centered around “balancing the budget” but much disagreement is found 
— in full view of the figures — as to whether a particular budget is balanced. 
The “balance” of the budget is an accounting concept and requires some 
elemental understanding of the purpose and basic characteristics of govern- 
ment accounts. 

The prime function of government accounts is to demonstrate to those 
responsible for fiscal policy, and to the public, the results of past fiscal op- 
erations. Estimates for the future should be presented under the same ac- 
counting and reporting classifications. This implies that financial statements 
be presented in an understandable form, and that the budgeting and account- 
ing agencies exercise care that items are properly classified. Proper classi- 
fication involves consistent recognition of the objective of accounting and 
reporting — portrayal of the condition of the finances resulting from fiscal 
operations. 

A balance sheet approach, showing assets and liabilities of government, is 
useless for this purpose. The principal liabilities of government would be its 
outstanding debt, representing legal claims of others against the treasury. 
The assets of government would certainly include its cash on hand, but be- 
yond this, assets have relatively little meaning. A value could be assigned to 
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public buildings and government-owned equipment, but these “assets” do 
not exist for earning income and are not real assets in the customary sense 
of the term. They exist for government consumption, and can obviously not 
be used as offsets against debt liabilities to demonstrate the condition of the 
treasury. There may be those who would list the taxpaying capacity of the 
citizens as an asset of government. The valuation of this “asset” would be 
arbitrary and meaningless for any useful purpose in accounting. Since gov- 
ernment is essentially a consuming agency and not a producing business, the 
balance sheet can produce no useful information. 

But it is important to know the relation of income to outgo during a given 
period. This relation will show whether fiscal policy has resulted in surplus 
or deficit; it will indicate the direction in which the treasury is moving. This 
is the kind of fact which is needed in the charting of future fiscal policy. 

DEFINITIONS OF BASIC CONCEPTS. The condition of the treasury is 
improved when net receipts exceed net expenditures over a period of time. 
The basic categories of income and expenditure may be defined as follows: 

1. Revenue receipts are receipts which increase the usable funds of the 
treasury without increasing its debt obligations; or which reduce its debt 
obligations without reducing its usable funds. They improve the net con- 
dition of the treasury. 

2. Cost payments are payments which reduce the usable funds of the 
treasuiy without reducing its debt obligations. They worsen the net condition 
of the treasury. 

3. Non-revenue receipts are receipts which increase the usable funds of 
the treasury, but increase correspondingly the debt obligations. They are 
receipts which have no net effect upon the condition of the treasury. ■ 

4. Non-cost payments are payments which reduce the usable funds of the 
treasury, but reduce correspondingly the debt obligations. They are pay- 
ments which have no net effect upon the condition of the treasury. 

Most items of revenue receipts are covered in the first clause of definition 
(1) above. The second clause of the definition is included for completeness 
to take care of taxes which arc paid to the treasury by turning in treasury 
securities.^® Revenue receipts include practically all receipts except those bor- 

Treasury Tax Series Notes were first sold in 1941. They wore acceptable by the 
Treasury in payment of income, gift, and death taxes, accomplishing two purposes: (1) 
they provided securities in which taxpayers could invest funds accumulated for tax pay- 
ments at interest, and (2) they made funds available to the Treasury prior to tax date. 
Cf. Annual Report of the Secretary of the Treasury, 1943, p. 55. Government bonds 
have regularly been acceptable in payment of federal death taxes. 
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rowed through the sale of treasury securities, and amounts which come into 
the treasury for special trust funds — such as retirement and insurance funds 
■ — and must be immediately transferred to those funds. The exceptions men- 
tioned in the previous sentence are non-revenue receipts. 

Cost payments include practically all payments except those used for re- 
tirement of debt and transfers to special trust funds such as those mentioned 
in the paragraph immediately above. It is to be noted that interest paid on 
the public debt is a cost payment, while payments of the principal of the 
public debt are non-cost payments. This follows from the definitions. 

Receipts are classifie d a s revenue or non-revenue sole ly on the basis of 
^ir nature as receipts — ^those which increase treasury funds without equally 
increasing obligations are revenue receipts; the others are non-revenue re- 
ceipts. Likewise payments are classed as cost or non-cost solely on the basis 
of their nature as payments — those which reduce treasury funds without 
equally reducing obligations are cost payments; the others are non-cost pay- 
ments. The source of funds received or paid is not to be considered; only 
the effect on the treasury’s condition is significant. Thus, funds raised from 
income taxes (revenue receipts) may be used for debt repayment (non-cost 
payments), while borrowed funds (non-revenue receipts) may be used for 
purchase of office supplies (cost payments) . 

If the concepts above are properly understood, the question “When is a 
budget balanced?” can be correctly answered by the following propositions: 

A budget is balanced if during the budget period revenue receipts are ex- 
actly equal to cost payments. 

If revenue receipts for the budget period are greater than cost payments, 
the difference is budget surplus. 

If revenue receipts for the budget period are less than cost payments, the 
difference is budget deficit. 

Two general types of non-revenue receipts have been mentioned: receipts 
from borrowing and receipts for the account of special trust funds. From a 
common sense point of view the latter cannot enter into determination of 
surplus, deficit, or budget balance because the treasury never had real title 
to them and they therefore did not increase the usable funds of the treasury. 
The former were necessary because of a budget deficit, and thus do not enter 
into determination of that deficit. Similarly, two general types of non-cost 
payments have been mentioned: repayment of debt and transfers to special 
trust funds. The latter cannot enter into determmation of surplus or deficit 
because their transfer cannot worsen the condition of a treasury which never 
had real title to them. They were from the start dedicated to trust funds and 
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thus were never usable funds. Net repayment of debt^® becomes possible 
because of a treasury surplus; it cannot enter into determination of surplus 
or deficit. 

It should be quite apparent that nothing is to be learned with respect to 
budget balance by comparing total receipts (revenue plus non-revenue re- 
ceipts) with total payments (cost plus non-cost payments). Except for minor 
time-adjustments, such a comparison would always show the budget in bal- 
ance, no matter how large the true surplus or deficit. And to the extent that 
any non-revenue receipts or non-cost payments are allowed to creep into 
surplus or deficit determination the picture of surplus or deficit will be dis- 
torted and incorrect. 


MULTIPLE BUDGETS 

The function of the budget is to make fiscal control and plamring possible. 
This being the case, the more comprehensive the budget, the more it brings 
into one unified picture past fiscal performance and future fiscal plans, the 
better it will perform its function of control. From time to lime suggestions 
have been made recommending that more than one budget be prepared, 
presenting in each the facts and recommendations concerning the financing 
of specialized functions. Two of these are described and considered briefly 
below. 


ORDINARY AND EMERGENCY BUDGETS. In periods of war, depres- 
sion, and similar emergencies when the pattern of receipts and expenditures 
is inevitably greatly altered, it has been recommended that two budgets be 
prepared. The ordinary budget would present the budget for functions which 
are relatively permanent and are therefore “ordinary” functions. The emer- 


gency budget would present data for functions of an emergency character and 
therefore presumably of short duration. 

In 1933 the federal government of the United States began the practice 
of segregating in its budget summaries the “general” and “emergency” ex- 
penditures.’^'^ The administration was charged with “trickery” in such segre- 
gation so as to hide the extent of “wasteful” expenditures. The “trickery” 
supposedly lay in the transfer of certain expenditures of long standing into 


If, as is not uncommon, a treasury is required by law to retire some debt each 
year, debt may be retired in years when a deficit is incurred. The same thing occurs 
when debt matures in a year of deficit and thus must be replaced by new borrowing. 
In these cases the treasury borrows new funds to pay off old loans, and to the extent 
this IS done there is no “net repayment of debt.” It uses non-revenue receipts to make 
non-cost payments. 

I' Sundelson, Budgetary Methods in National and State Governments 

Tax Commission, No. 14, Albany, 1938) for 
excellent material on extraordinary and crisis budgets. (Chapters 13 and 14.) 
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the emergency category. Whatever the truth, and Sundelson appears to ab- 
solve the government of any intent to deceive/® this separation of items into 
separate categories did not create two budgets and was thus not a true ex- 
ample of multiple budgeting. It was a separation within the budget summaries 
and financial reports of the “ordinary” and “emergency” expenditures, for 
whatever value such separation might have in understanding fiscal policy. All 
expenditures were budgeted as usual, and all were handled in the single com- 
prehensive budget. 

It is impossible to see any real advantage to double — or multiple — ^budget- 
ing in emergencies. Whatever advantages there are in the segregation of usual 
and unusual expenditures can be accomplished as well by summarizing the 
items in a single, comprehensive budget in such a way as to point out the 
unusual character of certain expenditures. The disadvantages are several. 
Multiple budgets of this type may result in applying the normal drives for 
efficiency, which the budget is supposed to implement, only to the ordinary 
budget. They create an atmosphere of suspicion of the motives of the budget- 
ing authority which is likely to give rise to intra-govemmental ill will and 
waste of time and effort. Furthermore, multiple budgets tend to obscure the 
true results of fiscal operations by scattering the results among several docu- 
ments. The Agent General for Reparations describes the German multiple 
budget system in 1927 as follows; 

The budgets are presented in a manner that makes it quite impossible, even for 
well-informed readers, to follow them without exhaustive study and analysis. The 
budget as a whole contains many transfers from one budget to another; all of 
which tend to create confusion and to complicate the accounting.^® 

ORDINARY AND CAPITAL BUDGETS. It has often been recommended 
that governments set up, in addition to ordinary operating budgets of current 
receipts and expenditures, capital budgets. The capital budget would include 
capital expenditures for important items of public construction and for pub- 
licly owned commercial enterprises. It will be noted, however, that strictly 
speaking a public building is more in the nature of a durable consumers’ good 
than a capital item. 

The general theory of segregating activities in the nature of public con- 
struction in a separate budget runs in terms of the non-recurring nature of 
such expenditures. Being extraordinary expenditures, normally financed by 
borrowing, it is regarded as unfair that they should be allowed to produce 
deficit in the general budget. Inherent in this view is the feeling that the thing 

is/ZiW., p. 18011. 

1® Quoted in Hugh Dalton and others. Unbalanced Budgets, A Study of the Financial 
Crises in Fifteen Countries, London, Routledge, 1934, p. 23. 
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that counts is whether the ordinary budget is balanced. I£ the ordinary budget 
is balanced, borrowing to finance public works becomes somehow easier to 
take. This view exalts the significance of a “balanced budget” and ignores 
the simple fact that the budget is the fiscal plan. If, therefore, public works 
expenditures are desirable they should be planned through the general budget, 
even though a general budget deficit is thereby created. It is difficult to see 
how anything of real value is to be gained by the segregation of “capital” 
items into separate budgets. There is the usual danger, however, that segre- 
gation will divert attention from these extraordinary expenditures, and that 
those concerned with general fiscal planning (including the public) will be 
lulled into a comfortable somnolence by the calming fact of a balanced “ordi- 
nary” budget. 

The same conclusions can be drawn with respect to creation of special 
capital budgets for government-owned commercial enterprises, such as light 
and water systems. There is, of course, reason for separate accounting within 
the agency itself, to show the detailed relations of receipts and expenditures, 
and the results of operation with respect to general policy as to whether the 
enterprise shall operate at cost, at a surplus, or at a deficit. Its revenues are, 
however, public revenues and its expenditures public exjicnditures. And pro- 
vided the items are properly identifiable in the general budget, the receipts 
and expenditures of public enterprises should be subject to the same type and 
degree of planning as are any other receipts and payments. 

OTHER AGENCIES OF FISCAL ADMINISTRATION 

The budget being the central planning and control instrument in fiscal 
administration, it is proper that it be given major attention in a study of fiscal 
agencies. There are, however, other agencies participating in fiscal operations, 
though their participation is more at the routine administrative level and 
less at the general policy-determining level. 

THE TREASURY. The functions of the Treasury department are primarily 
those of receiving, paying, and safekeeping of government funds. It is of 
course true that in our federal government, the Treasury being one of the 
executive departments, with its head a member of the President’s cabinet, 
many advisory functions involving research will be performed. 

Treasury recommendations regarding revenue legislation may actually be- 
come law through their inclusion in the President’s budget recommendations 
and passage by Congress. After a revenue measure becomes law it is the duty 

Aa excellent detailed factual account of the functions of agencies discussed in this 
section is to be found in E. F. Bartelt, Accounting Procedures of the United States Gov- 
ernment, Public Administration Service, Chicago. 1940. 
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of the Treasury to administer it. This involves organization to collect rev- 
enues, accounting for revenues received, and provision for safekeeping of 
government funds. The latter is accomplished by making deposits to the gov- 
ernment’s account in banks of the Federal Reserve System.^^ 

If expenditures during a period exceed tax receipts by more than the 
amounts which can be spared from the Treasury cash balance, the Treasury 
is authorized to borrow. The limits to this authority are at any given time 
established by the legal debt limit which Congress has authorized. Within the 
debt limit, however, the Treasury’s authority to borrow follows from the fact 
that the revenues it receives result from revenue measures passed by Con- 
gress and the payments which it makes must have been authorized by ap- 
propriations made by Congress. Borrowing by the Treasury thus conforms to 
the plans of Congress as expressed in fiscal legislation.^^ 

Payments by the United States Treasury are made according to the follow- 
ing routine; Appropriations having been made by Congress, the Treasury 
notifies the spending agency of the amount of its appropriation. The agency 
then submits a schedule of allotments of this appropriation through the year 
to the Bureau of the Budget. When approved, the agency may incur obli- 
gations for a given period only to the extent of its allotment for that period. 
These obligations, before payment, must be approved by the Comptroller 
General (see below). When so approved, payment can be made by a Treasury 
disbursing ofiicer, by drawing checks against the government’s bank balance. 

THE COMPTROLLER. In the previous paragraph it was stated that pay- 
ment must be approved by the comptroller before a check can be drawn. 

21 Unfavorable public and government reaction to private banks led to the establish- 
ment in 1846 of the Independent Treasury System. By the creation of “subtreasuries” 
in larger cities, safekeeping of public funds in government vaults independent of the 
banks was provided. This move was based upon the incorrect assumption that safekeep- 
ing was the principal function performed for the Treasury by the banks. The critical 
weakness of the Independent Treasury System appeared during the Civil War when it 
was recognized through bitter experience that floating and managing the public debt 
required far closer contact with the money market than an independent treasury could 
have. 'It subsequently became increasingly evident that the collection and disbursement 
of public funds could be effectively performed only by using existing banking institu- 
tions. The Independent Treasury System thus failed because of failure to recognize the 
actual and necessary integration of the public and the private economies. After the 
Civil War the Treasury became decreasingly “independent,” and the subtreasuries be- 
came principally vaults. In 1920 provision was made for final elimination of the sub- 
treasuries. 

22 Under the Legislative Reorganization Act of 1946, when Congress establishes the 
expenditure ceiling above the level of estimated receipts it must by concurrent reso- 
lution authorize borrowing to the extent of the difference. Thus a more formal grant 
To the Treasury of authority to borrow is contemplated. Apparently, however, the pur- 
pose of this provision is to impress upon the Congress the seriousness of appropriation 
in excess of receipts. If Congress votes a budget deficit it must publicly admit this fact 
by formal vote. 



FISCAL ADMINISTRATION 


36 

The principal function of the comptroller is to make certain, that the ex- 
penditure conforms to the purpose for which the appropriation was made. 
He thus has a quasi-judicial function of interpreting the intent of appropria- 
tion acts. Because of this judicial element in his function the Comptroller 
General of the United States is appointed by the President for a term of fifteen 
years, making him, once appointed, independent of the chief executive. In 
state governments the officer performing the comptroller’s functions is usually 
elected for a term equal in length to that of the governor. 

Since the comptroller is presumably independent of the executive depart- 
ments, his office usually performs the function of accounting control among 
the various agencies, maintains the basic government accounts, and audits 
the accounts of financial officers and agencies. In our federal government the 
General Accounting Office is under the administrative authority of the Comp- 
troller General. 

THE BANKS.^^ Although the banks are not government agencies, they per- 
form necessary functions for the Treasury. The Federal Reserve Banks hold 
deposits of the Treasury They therefore receive moneys collected by the 
Treasury and pay checks drawn by the Treasury. In connection with the pub- 
lic debt, the Federal Reserve Banks receive applications from banks, dealers, 
and others, for new issues of government securities, and allot securities among 
tliese buyers according to Treasury instructions. The proceeds of sales are 
credited to the Treasury’s deposit accounts. In addition the Reserve Banks 
redeem government securities, pay coupon interest, and perform other similar 
services. It should be realized, of course, that the Federal Reserve Banks 
perform these functions to a considerable gxtent through the member banks. 
The contacts which the Federal Reserve BaAks have with the money markets 
make them valuable advisers of the Treasury in determination of the terms 
of issue of govenmient securities. 

RECOMMENDED READINGS 
The budget: 

Willoughby, W. F., “Budget,” Encyclopaedia of the Social Sciences, N. Y., 
Macmillan, 1930. 

28 See Federal Reserve Board, The Federal Reserve System, Its Purposes and Func- 
tions, Washington, 1939, pp. 35-6. 

2<t Prior to World War II the Federal Reserve Banks maintained substantially all 
Treasury deposit accounts. During the war the proceeds of major bond drives were main- 
tained temporarily on deposit in commercial banks, and since the war the Treasury 
has continued to hold substantial deposits in commercial banks. The Treasury draws 
checks, however, only against its deposits with the Federal Reserve Banks, and its bal- 
ance in those banks is maintained by rather frequent transfer of deposits to them from 
the commercial banks. Treasury deposits with commercial banks are further discussed 
infra.. Chapter 8. 
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Descriptive discussion, with special reference to the development of budget 
practice in the United States and in other countries. 

Hansen, A. H., Fiscal Policy and Business Cycles, N. Y., Norton, 1941, Chap- 
ter 10. 

Probably the best available short treatment of the subject. Discusses the litera- 
ture on budget theory and multiple budgets, and introduces the generally 
recent approach to budget theory. 

Sundelson, J. W., “Aspects of Budgetary Procedure,” in Groves, H. M., View- 
points on Public Finance, N. Y., Holt, 1947, pp. 661-68. 

A short discussion of comprehensiveness of the budget. 

Fiscal management; 

Bartelt, E. F., Accounting Procedures of the United States Government, Chi- 
cago, Public Administration Service, 1940. 

Much detail concerning the mechanics of handling governmental funds. 
Chapters to be used should be selected in terms of the subject or agency of 
interest. 

Smead, E. L., “Operations of the Reserve Banks,” in Banking Studies, Washing- 
ton, Board of Governors of the Federal Reserve System, 1941, pp. 260-65. 
Discussion of fiscal agency, custodianship, and depository functions of the 
Reserve Banks for the Treasury. 

Most textbooks on money and banking will contain sections dealing with the 
relations between the banks and the Treasury. 
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TRENDS AND THEIR 
SIGNIFICANCE 


eXPCNDITURe TRENDS 

Adolph Wagner, a German economist of the latter part of the nineteenth 
century, presented his famous “law of the increase of state activities” in these 
terms: ^ 

Comprehensive comparisons of different countries and different limes show 
that, among progressive peoples, with which alone we are concerned, an increase 
regularly takes place in the activity of both the central and the local governments. 
This increase is both extensive and intensive: the central and local governments 
constantly undertake new functions, while they perform both old and new func- 
tions more efficiently and completely. In this way the economic needs of the 
people, to an increasing extent and in a more satisfactory fashion, are satisfied by 
the central and local governments. 

The statistics of expenditures throughout modern times demonstrate such 
persistent increase as to justify Wagner’s statcipent of this fact as a “law.” 
Nitti,® after careful study of expenditures in various countries as far back 
as acceptable statistics exist, concluded that centralized and decentralized 
governments, warlike and peaceful natibns, large and small nations, show 
essentially similar tendencies toward marked increase, particularly during the 
nineteenth century. Had Nitti been able to include the first half of the twentieth 
century in his study, he could have shown not only a continuation but an 
acceleration of expenditure growth. 

The figures in Table i show something of the growth of federal, state, and 
local expenditures in the United States for selected years since 1913. 

^Grundlegung der poMschen Oekonomie, Bk. VI, ch. 3 (3rd ed,, 1893), quoted in 
translation in C. J. Bullock, Selected Readings in Public Finance, 3rd ed.. New York, 
Ginn, 1924, p. 32. 

2F. S. Nitti, Principi di scienza delle finanze, 1903, pp. 64-100. Translated by C. J, 
Bullock and included in ibid., p. 32 ff. 
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TABLE 1 EXPENDITURES OF FEDERAL, STATE, AND CITY GOVERNMENTS, 
U. S., SELECTED YEARS, 1913-1951 s 
(in millions of dollars) 


YEAR 

FEDERAL “ 

STATE *> 

CITY« 

TOTAL 

1913 

725 

383 

984 

2,092 

1919 

18,515 

640 

1,233 

20,388 

1923 

3,295 

1,208 

2,361 

6,864 

1929 

3,299 

1,943 

3,435 

8,677 

1933 

3,864 

2,067 

2,464 

8,395 

1937 

8,177 

3,463 

2,620 

14,261 

1941 

12,711 

5,551 

2,259 

20,521 

1945 

100,405 

6,029 

2,685 

109,118 

1948 

33,791 

10,221 

3,764 

47,776 

1951 

44,633 

13,939 

6,227 

64,799 


*>■ Federal expenditure figures taken from Statistical Abstract of the United States and 
from Annual Report of the Secretary of the Treasury, 1945, 1948, 1951. 

Sources of state expenditures as follows: 1913, from National Industrial Conference 
Board, Cost of Government in the United States, 1925—6, p. 9; 1919, 1937, 1941, from 
Bureau of Census, Financial Statistics of States for those years; 1923, 1929, 1933 from 
Cost of Government in the United States, 1934-6, p. 5; 1945 from Bureau of Census, 
Summary of State Government Finances, 1945, p. 3; 1948 and 1951, from Bureau of 
Census, Compendium of State Government Finances, 1948, 1951. 

« City expenditure figures taken from Financial Statistics of Cities, 1913-1937; City 
Finances, 1941; Summary of City Government Finances, 1945; and Compendium of City 
Government Finances, 1948, 1951. The statistics presented include only governmental 
cost payments. Cities included are those of over 100,000 population for the years 1933, 
1938, 1941; other city statistics embrace all cities of over 25,000 population. County 
governments and other fiscally independent local subdivisions are not included, making 
the statistics for local governments far less satisfactory than those for the other levels 
of government. 

It may be argued that the period covered in Table 1 is a period of abnormal 
government expenditure, that in the space of thirty-eight years it includes 
World War I, the period of protracted depression of the thirties, World War 
II, and the marked inflation of the post-war years. That it is a period of 
emergencies of one sort and another may be granted; the presumption that 
these conditions were abnormal is not so easily granted. It is devoutly to be 
hoped tliat war will prove to have been an abnormal characteristic of the 
first half of the twentieth century. But war does not directly affect the ex- 
penditures of state and local governments, which have demonstrated the 
common upward trend during this period. And the governmental activities 
which appeared during the period 1929-1936 only accelerated a trend pre- 

3 The figures for cities in the table are to be taken as approximate, for ( 1 ) they are 
for cities only, and thousands of local governmental divisions are excluded, and (2) 
not only has the size of city included varied over the period covered, but as the general 
population of the United States has increased, more cities have grown into the population 
size included. 
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viously evident. These new activities have become so generally accepted as 
proper in the governmental sphere that it is quite unrealistic to expect sig- 
nificant reduction in the future. 

Two observations with respect to the figures presented in Table 1 can be 
made without raising serious questions of abnormality. They concern the 
level of federal expenditures during the twenties and the growth of state and 
local expenditures throughout the period. Between World War I and the 
“Great Depression” federal expenditures had reached a comparatively stable 
level considerably above that of the prewar period. A not insignificant ele- 
ment in the higher post-war level is the inheritance from the war of increased 
prices of the things government bought. This will be discussed further below. 
Another element directly traceable to the war was the inheritance of a greatly 
increased public debt on which interest payments were required. But in ad- 
dition, the scope of non-military activities was expanded during the war 
emergency, and such activities were by no means completely demobilized 
with the end of the war. Government and the public came out of the war con- 
ditioned to government participation in a larger scale of activities. 

The second significant feature to be noted is the marked increase in state 
and local expenditures throughout the period covered in the table.'* Again, 
a part of this is accounted for by the increase in the price level. But aside 
from this factor state and local governments are not significantly affected 
by war. The increase in expenditures of such governments is accounted for 
largely by an increase in the standard of governmental living — the provision 
by governments for “the . . . needs of the people, to an mcreasing extent 
and in a more satisfactory fashion . . to use Wagner’s words. Extension 
of the scope of government, as we shall see below, is one of the marked tend- 
encies of modern times. 

The trend of government expenditures gives a clearer picture of the field 
of governmental activities if certain adjustments and refinements are made 
in the dollar figures in Table 1. It should be evident that the real increase 
in government activities can be measured only by eliminating the effects of 
price changes — ^by expressing expenditures in stable dollar terms. Further, 
it is clear that extension of government services to a larger and larger popu- 
lation will cost more money even though the schedule of government services 
remains unchanged. Figures of per capita expenditures will eliminate the 

4 The table does not show a clear upward trend in city expenditures. The principal 
reason is that the number of cities reported was considerably reduced by an Executive 
Order of 1932 requiring that, as an economy measure, cities under 100,000 population 
be excluded from the report. H. H. Villard {Deficit Spending and the National Income) 
quotes figures for all local governments rising to $6.72 billion in 1929 and hovering 
around $6 billion through the thirties. 
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effects of simple population change. Finally, the extent to which increases in 
the scope of government services take place at the expense of former or 
potential services of the private economy can be roughly shown by relating 
government expenditures to national income. Such a relationship would in- 
dicate in a general way whether expansion of governmental functions has 
kept pace with the increase in the national living standard. These three ad- 
justments of figures in Table 1 are presented in Table 2.® 

TABLE 2 TOTAL EXPENDITURES IN CURRENT AND 1926 DOLLARS, PER 
CAPITA EXPENDITURES, AND TOTAL EXPENDITURES IN CURRENT 
DOLLARS AS PER CENT OF NATIONAL INCOME 


yEAR“ 

lb 

TOTAL 

EXPENDITURES 
(millions of 
current dollars) 

2“ 

TOTAL 

EXPENDITURES 
(millions of 
1926 dollars) 

3=1 

PER CAPITA EX- 
PENDITURES IN 
1926 DOLLARS 

4“ 

EXPENDITURES 

AS PER CENT OF 

NATIONAL INCOME 

(current dollars) 

1913 

2,092 

2,997 

30.82 

6.28 

1919 

20,388 

14,710 

140.01 

30.89 

1923 

6,864 

6,823 

60.94 

9.59 

1929 

8,677 

9,105 

74,77 

10.41 

1933 

8,395 

12,739 

101.43 

19.84 

1937 

14,261 

16,525 

128.28 

19.94 

1941 

20,521 

23,507 

176.48 

21.19 

1945 

109,118 

103,137 

738.70 

6T.n 

1948 

47,776 

28,934 

198.12 

21.38 

1951 

M,199 

35,900 

234,06 

23.34 


The years selected are those in Table 1. 

b From Table 1, 

“Figures of Column 1 adjusted by Bureau of Labor Statistics index of wholesale 
prices. This is taken as the most useful of the various price indexes for purposes of 
conversion. Some inaccuracy enters due to the fact that expenditures are reported for 
varying fiscal years for the various governments, while the price index is on a calendar 
year basis. 

d Computed by use of Census estimates from Statistical Abstract, 1946, 1952. 

“National income figures were taken as follows: 1913, 1919, from National Bureau 
of Economic Research, Income in the United States, 1909-1919, N. Y., Harcourt-Brace, 
1921, p. 13; 1923 from Harold Barger, Outlay and Income in the United States, 1921- 
1928, N. Y., National Bureau, 1942, p. 58; 1929-1951 from various issues of the Survey 
of Current Business. 

B The reasons why the relation of government expenditures to the size of national 
income can at best be only a very rough measure of the governmental standard of living 
relative to the private standard of living will be clearly apparent after studying Chapters 
4 and 5. For the present we may say that to the extent government expenditure creates 
national income the relation has a significance not of concern to us in this chapter. Thus, 
if an increase of 100 per cent in government spending causes an increase of 5 per cent 
in the national income, the ratios do have an important special significance. In this 
chapter, however, we are primarily concerned not with the causal aspects of government 
spending but with the reflection by them of the public’s judgment of the direct benefits 
in utilities to be derived from governmental services. 
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Column 2 o£ Table 2 translates total government expenditures for the se- 
lected years into 1926 dollars. Thus, in 1913, governments would have spent 
for the same scale of activities, $2,997 million instead of $2,092 million if 
they had been required to pay prices equal to those existing in 1926. This 
translation of expenditures into “real” terms portrays an upward trend both 
more moderate and more nearly regular than that shown in the unadjusted 
expenditure statistics. It is well to keep in mind the significance of changes 
in the value of money when present expenditure levels arc compared with 
those of earlier periods. 

Column 3 of Table 2, in addition to eliminating the effects of price change 
as discussed in the paragraph above, eliminates the direct influence of popu- 
lation increase upon expenditures. A marked increase of real per capita ex- 
penditures is demonstrated even in the “normal” decade of the twenties. 
Reference back to Table 1 will show that this increase was accounted for 
principally by the federal and local governments, though increase at the 
state level was too significant to be ignored. The rate of population growth 
between 1930 and 1940 was less than half tliat of the previous decade. Thus, 
adjustment to a per capita basis accentuates the greatly increased real ex- 
penditures of the thirties. When figures of total expenditures are adjusted 
both for price change and for population change, the post-World-War-II fig- 
ures are rather surprisingly small. Per capita real expenditures, though they 
show some increase since the war, have increased considerably less mark- 
edly than the average reader would expect, even under the mlluence of de- 
fense preparations in 1951. 

Calculation of the relation between government expenditures and national 
income will show something of the growing significance in the whole econ- 
omy of government financial operations. In addition it gives a rough indica- 
tion of the rate of increase in the standard of governmental living in relation 
to the rate of increase of the general living standard. In this sense it measures 
the change in the scale of government service with respect to change in the 
public’s potential general scale of want satisfaction. Column 4 of Table 2 
shows a gradual (excepting World War I) increase in the per cent of gov- 
ernment expenditures to national income between 1913 and 1929; this ratio 
is almost doubled in 1933 and continues its slow increase to World War 11. 
The moderate increase in ratio between 1933 and 1941 indicates that na- 
tional income was rising only slightly less markedly than were dollar ex- 
penditures. The very high proportion of national income going to government 
in 1945 is but a demonstration of an inevitable situation in wartime. In that 
year approximately two-thirds of the national income represented govern- 
ment purchase of goods and services. After World War II, as we observe in 
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the column 4 figures for 1948 and 1951, the relation of governmental ex- 
penditures to national income settled down to just slightly over the prewar 
figure. The phenomenal increase in national income during the decade of 
the forties permitted a remarkable increase in governmental expenditures 
without a significant rise in the proportion of expenditures to na|ional income. 
One must be cautious in generalizing or in drawing hasty conclusions from 
the figures in column 4. National income relates to the nation as a whole and 
expenditures are those of government as a whole. The figures do not relate 
the income of particular individuals or groups to government expenditures 
on or services to the same individuals or groups. Nor is the income of indi- 
viduals or groups related to taxes paid by or governmental borrowing from 
those individuals or groups. Conclusions with respect to specific benefit or 
specific cost to economic classes are therefore unwarranted from column 4. 

Refinements of raw figures of total expenditures point to the following 
conclusions: 

1. When figures of expenditure are adjusted for changes in the price level, 
real expenditures during the decade of the nineteen-twenties reveal a less 
marked increase over the pre-World-War-I years, while real increase during 
the decade of the nineteen-thirties is greater than is apparent from the raw 
figures. 

2. Per capita real expenditures have moved in the same direction as have 
total real expenditures, the growth of population having been insulRcient to 
adjust real expenditures downward during any period of significant duration. 

3. The share of the national income represented by government expendi- 
tures has shown persistent increase through the period, even under peaceful 
conditions, while in war the share of income devoted to governmental pur- 
poses is gigantic. 

From these conclusions we may draw the generalization that government 
has taken an increasingly significant place in the economy. The relative growth 
of government has, with minor exceptions, been persistent, though irregular 
in amount, from year to year. 

The scale of governmental performance has expanded — as Wagner re- 
marks — both intensively and extensively. Government has carried on certain 
functions throughout modern times, while new functions — out of choice or 
necessity — are added from time to time. The former, however, increase in 
coverage and quality to keep pace with the requirements of a society whose 
institutions change and whose standards rise. We shaU discuss separately the 
intensive and the extensive expansion of functions. 
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INTENSIVE EXPANSION OF GOVERNMENTAL FUNCTIONS 

Three governmental responsibilities of long standing are: provision of mili- 
tary protection against aggression, construction and maintenance of roads 
and highways, and provision of public education. These three functions to 
an outstanding degree account for the increase of public expenditures over 
time. Although defense, highways, and education in their modern forms are 
so different from the same functions a century ago as to make them scarcely 
recognizable as the same functions, they are government’s response to the 
demands for belter performance of traditional functions. 

DEFENSE EXPENDITURES. Price movements have a peculiar influence 
upon war expenditures. Such expenditures are largely incurred during periods 
of war boom at high prices. Expenditures made during war out of current 
taxes reflect these high prices, but war debt also crystallizes these boom 
prices in the obligations of government carried into the post-war period. The 
debt is expressed in contracts drawn in terras of dollars, and its amount is 
not reduced by a post-war decline in prices. Furthermore, obligations in the 
form of pensions and bonuses tend to be established during the war period 
of high incomes and high living costs, and thus in peacetime continue to 
reflect war standards. 

The cost of defense — all of those costs related to war — ^has increased phe- 
nomenally through history. It hicludes not only outlays for men, materials, 
and maintenance during and between wars, but also pensions and contribu- 
tions to veterans, and interest on that part of the public debt contracted for 
war purposes. It should embrace also those non-military expenditures in- 
volved in control of and assistance to the civilian economy in wartime. 

The progress of the military arts and sciences has been so rapid that the 
machines of war have become extremely expensive to purchase and the rate 
of obsolescence extremely high. Acceptance of the obligation by government 
to care for men and their families injured by war, and to provide benefits in 
the form of bonuses, education, and rehabilitation, has enormously increased 
the government costs attributable to war. 

Few would deny that the maintenance of an adequate defense of the nation 
against aggression is a primary function of government. As indicated by the 
preamble to the Constitution, one reason for establishing a federal govern- 
ment was to “provide for the common defense.” But “defense” in the modem 
sense recognizes the necessity of carrying even a defensive war beyond our 
own boundaries — ^meeting the enemy as far as possible from our own shores. 
Thus an adequate defense system implies very large, mobile military forces 
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with great striking power and well-equipped advance bases. An indication 
of the growing costliness of war in money spent is given hi Table 3 below. 

TABLE 3 COST OF PRINCIPAL AMERICAN WARS 
(in millions of dollars) 


Revolution (1775-1783) ^ $ 113.6 

War of 1812 (1812-1815) u 99.8 

Civil War (1861-1879) o 6,190.0 

Spanish-American War (1898-1901)^ 275.0 

World War I (31 months ended October 31, 1919) e 32,830.0 

World War II (1940-1946) < 345,885.0 


« Prom Shultz and Caine, Financial Development of the United States, N. Y., Prentice- 
Hall, 1937, pp. 46, 47. 

b From D. R. Dewey, Financial History of the United Slates, 12th edition, N. Y., 
Longmans, 1934, p. 141. Figure includes War, Navy, and those interest payments in 
excess of expenditures for interest in 1812. 

e Dewey, op. cit., p. 329. 

^ Dewey, op. cit., p. 467. Includes only the excess of War and Navy expenditures, 
1898-1901, over those of 1894-1897. 

^Annual Report of the Secretary of the Treasury, 1919, p. 26. 

^Ibid,, 1946, p. 400. An approximate figure representing total “War Activities” ex- 
penditures, veterans’ expenditures annually in excess of those in 1940, and interest pay- 
ments annually in excess of those in 1940. 

The figures presented above do not include expenditures for military prep- 
aration between wars. Nor do they, except to a degree in the Civil War 
figures, include post-war expenditures which are in the nature of “aftermath 
of war” items. Notable among these post-war payments are musterhig-out 
payments, bonus payments, and pensions. This has been a large and growing 
item as the nation has moved from one war to the next. “All-out” war has 
greatly increased the number of military personnel to whom such payments 
are made, and the trend has been toward more and more ample payments 
of these types, at both federal and state levels. Table 3 shows expenditures 
for World War I through October, 1919, to have been approximately 33 
billion dollars. The estimated total of expenditures on World War I after 
payment of adjusted service compensation and other “aftermath” expendi- 
tures is 45 billion dollars.® 

The National Industrial Conference Board calculates that between 1789 
and 1920, 78.9 per cent of total federal expenditures were made for war.’' 
It is evident, therefore, that elimination of war offers by far the greatest pos- 
sibilities for reducing federal expenditures. Curiously enough, the hard- 
headed “economy minded” legislators have attacked “bureaucracy” and the 

OSee Alfred G. Buehler, Public Finance, New York, McGraw-Hill, 1936, p. 53. 

t National Industrial Conference Board, Tax Burdens and Public Expenditures, New 
York, 1925, p. 4. 
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size of the civilian payroll of government, but have been very little concerned 
with programs for the promotion of peace. It is the “idealists” who have 
worked for peace against the tradition that war expenditure is inevitable. 

HIGHWAYS. Since World War I the development of the automobile has 
both demanded and benefited from the advance in mileage and quality of 
highways. The development of superhighways and systems of through high- 
ways has been most spectacular, though improvement of rural roads, con- 
struction of cut-off highways to avoid residential and business areas, and 
elimination of grade crossings are important aspects of road development. 
Greater physical impact upon highways by vehicles of increased weight and 
speed has required heavier construction of new roads, and more freepent 
repair or abandonment of old and inadequate surfaces. Multiplication in 
numbers of vehicles using the highways, requiring wider surfaces, has added 
to the cost of construction. 

The highway function is performed by state and local governments with 
considerable assistance from the federal government. In 1919 total expendi- 
tures of state and local governments for highway purposes amounted to 390 
million dollars.® By 1921 they had increased to approximately one billion dol- 
lars, and in 1930 to 1.9 billion dollars. In 1937, with state and local treasuries 
severely strained, the expenditure remained at approximately the 1930 level 
(1.8 billion dollars).® The tasks of highway and road construction and main- 
tenance have led to large grants from the federal to the state govenimcnts, 
and from state to local governments. The federal government has made its 
grants to states under conditions which require certain standards of con- 
struction and maintenance. Pressure from the federal government has con- 
sistently supported the policy of dedicating motor vehicle revenues to high- 
way expenditure. Federal grants until 1930 had required tliat they be matched 
dollar for dollar by state funds. In 1930, since states were having difficulty 
in qualifying for federal highway grants because of inability to match avail- 
able federal funds, the federal government began advancing funds to states 
chargeable against future grants, with which the states could match current 
federal grants. If the policy had been carried out as planned, highway work 
would have been drastically curtailed in later years when the states would 
have been required to meet all highway expenses from their own funds. In 
1934, therefore, Congress released the states from the necessity of paying 

8 Henry J. Bittermann, State and Federal Grants-in-aid, New York, Mentzer, Bush, 
1938, p. 98. 

» Alvin H. Hansen, Fiscal Policy & Business Cycles, New York, Norton, 1941, p. 123. 



INTENSIVE EXPANSION OF GOVERNMENTAL FUNCTIONS 


47 


back these advances, and the effect was to create outright gifts from the fed- 
eral government unmatched by the states.^” This was entirely in line with the 
federal policy of public works for depression relief and business recovery 
during the thirties. 

The World War II period greatly reduced expenditures on highways, both 
because of reduced need during the rationing period and because of the un- 
availability of materials and labor for construction. The states thus emerged 
from the war with a backlog of needed highway construction and repair, and 
large highway fund surpluses accumulated during the war. These highway 
fund surpluses were quickly, however, eaten away by the urgency of the 
need for highway modernization and by the rapid rise in highway construc- 
tion and maintenance costs. By the end of the decade of the forties the states 
and local governments were again scraping for additional revenues to meet 
highway expenditures which in 1951 were almost twice as high as they had 
been just prior to World War II. However, the highway funds are normally 
among those most richly supported, owing to fairly generous federal grants 
and to the dedication of motor vehicle revenues to highway purposes. 

EDUCATION. Public education at the primary and secondary level has been 
essentially a function of local government, while higher public education 
has been essentially a state function. However, great disparities in financial 
resources among local governments have required insistence upon consolida- 
tion of schools and standardization of the quality of public education per- 
formed by those governments. Improvement and standardization have oc- 
curred largely through state control, and have given rise to large educational 
grants from the states to their local governments. The inadequate productivity 
of the property tax (the local government revenue mainstay) has necessitated 
state aid, and in some states substitution of other taxes for the property tax 
has led to the institution of state taxes shared with local governments.i^ 

10 Bittermann, op. cit., p. 99. 

11 Federal aid to public education should not be completely ignored, for it is of grow- 
ing importance. In the original federal cession of land to the states fairly large blocks 
were earmarked for schools. Subsequently, grants of land and money were made for 
the creation of “land grant colleges.” In addition funds have been given by the federal 
government under various acts for the promotion of agricultural and mechanical educa- 
tion. During the thirties substantial amounts were spent by the National Youth Ad- 
ministration to help pay school and college expenses of needy students, and these NYA 
payments were quite generally made for performance of work for schools. In the post- 
World War II period federal payments to war veterans to support them in school, col- 
lege, and job training are enormous, and of benefit to schools as well as to veterans. 
The post-war predicament of public education, due to rising costs and inadequate per- 
sonnel, promises to result in federal programs providing substantial direct aid to local 
education. 
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TABLE 4 STATE AND LOCAL EXPENDITURES FOR EDUCATION, 
SELECTED YEARS 12 


YEAR 


STATE EXPENDITURES 

(% of total 

($ millions) expenditures) 


LOCAL expenditures 

(% of total 

($ millions) expenditures) 


1915 

158 

31.9 

585 

26.5 

1923 

382 

29.1 

1,715 

37.3 

1929 

560 

27.2 

2,226 

32.5 

1938 

888 

22.2 

1,418 

25.2 

1944 

1,170 

20.4 

1,273 

28.0 

1948 

2,312 

22.6 

a 


1951 

3,722 

28.6 

a 



‘‘Statistics of local government expenditures for education comparable with those 
presented for earlier years are not available. The published statistics are those only for 
cities oyer 25,000 population, which represent only a fraction of total local educational 
expenditures. The local fiscal problem arising out of the educational obligation is dis- 
cussed in Chapter 24, where some recent cost figures are presented. 

Three observations may be made concerning the trend of expenditures for 
education (Table 4). The first is that educational functions have from an 
early date constituted a large element in the total of slate and local expendi- 
tures. Prior to the modern importance of the highway and of relief and as- 
sistance activities, it was by far the most expensive single function of those 
governments. An unusual amount of public interest in schools has been con- 
sistently evident, for obvious reasons, and the educational lobbies have been 
among the most vigorous in states and cities. 

The second observation points to the indicated decline in local expendi- 
ture for education between 1929 and 1938, a decline which is not offset by 
increases in state educational expenditures during the same period. There 
are several explanations of this decline. (1) The sad state of the finances, 
particularly of local governments, brought about rather naturally a signifi- 
cant decrease in expenditures on the very large item of education. (2) Fed- 


12 Fibres for 1915-1938 from Simon Kuznets, “National Income and Taxable Ca- 
pacity,” American Economic Review Supplement, March, 1942, p. 69. The figures in- 
dicated for 1944 were calculated as follows: State figures include expenditures for 
operation of schools and libraries, and state-aid grants for schools. These were taken 
from State Finances, 1944. Local expenditures represent a combination of figures for 
va,Tious_ years. Education and library expenditures were taken for the year 1944 from 
City Finances. These include only cities with population over 25,000. To this figure 
were added county expenditures for education in 1943, the latest published County 
Finances being of that year, and expenditures of independent school districts for 1942, 
the latest available date (.Finances of School Districts, 1942). From this total, state-aid 
grants were deducted, for they appropriately represent state rather than local expendi- 
ture. The state figures for 1948 and 1951 were taken from Compendium of State Gov- 
ernment Finances, 1948, 1951. 
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eral funds were not made available for education, except work relief funds 
for construction of school buildings, and the states and localities were forced 
to depend upon their own inadequate revenue resources. (3) Educational 
expenditures are normally made from general revenues. In contrast to high- 
way funds, with large and stable earmarked revenues, school expenditures 
came from those general funds which during the thirties were required to 
meet many extraordinary expenditures without being able to tap new revenue 
sources. (4) The depression philosophy of balancing the “ordinary” budget 
while the “emergency” budget was allowed to go far out of balance is prob- 
ably a factor in the situation here discussed. School expenditures are a part 
of the long-run, ordinary expenditures. As revenues fell and need for emer- 
gency expenditures arose, the tendency was generally to pare ordinary ex- 
penditures to meet falling revenues and to borrow only for emergencies. 
Important as the emergency functions were, it is evident that the equally im- 
portant educational function was not given equal treatment. 

As a third observation, attention is called to the startling increase in state 
expenditures for education since World War II. The three conditions which 
have created this situation have been so widely experienced throughout the 
nation that they need be only mentioned here. The first is the rise in prices 
and salaries smee 1945. The second is the accumulated deficit in school build- 
ings and facilities, which were hardly adequate before the war and of which 
shortages of materials during the war prevented normal additions and re- 
placements. The third is the enormous increase in the birth rate during the 
war years, which not only increased the size of school population, but sig- 
nificantly changed its composition. The number of persons 5-17 years of 
age increased by almost a million between 1946 and 1950. More important 
in terms of the demand for school facilities, however, is the fact that during 
this period the high school population continued to fall, reflecting low birth 
rates during the thirties, while elementary school population rose by more 
than the total. Of course differential rates of change in school population in 
different sections of the nation accentuated the demand for school facilities, 
owing to the immobility of physical facilities from one section to another. 
Continuance of high birth rates since the war years promises an increasing 
pressure for expansion of facilities in the foreseeable future. 

URBANIZATION. A general cause of expenditure increase which possesses 
aspects of both intensive and extensive expansion of functions is the con- 
centration of population in urban centers. Urbanization has increased per 
capita expenditures of local (and other) governments for the administration 
of traditional functions as these functions are related to a more concentrated 
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population. For example, it becomes impossible with population concentra- 
tion to continue performance of police, street, or public education functions 
on the simple scale. If the police function is to be performed acceptably a 
highly specialized and expanded department is required. The function of 
public education becomes specialized, with technical schools, experimental 
schools, and the like. Relatively more and better streets are required, tralfic 
control becomes imperative, repair is likely to be more frequent. 

The conditions of urban life unpose additional requirements upon govern- 
ment. Where people are crowded together, new functions must be under- 
taken. Considerations of public health and welfare force themselves upon 
local government. Inspection of food and the conditions of its distribution, 
investigation and programs for the promotion of public health, construction 
and maintenance of hospitals, clinical services to the underprivileged, play- 
grounds and organized recreation, and adult education are examples of pub- 
lic response to the needs of urban living. 

It is possible to show by statistics the effect of urbanization upon per capita 
local expenditures, as will be seen in Table 5 below. 

table 5 PER CAPITA AVERAGE EXPENDITURES OF U. S. CITIES OF 
VARIOUS SIZES, 1942 i** 


POPULATION GROUP 

NUMBER OF CITIES 
INCLUDED 

AVERAGE PER CAPITA 
GENERAL EXPENDITURES 

Over 1,000,000 

5 

$72.69 

500,000-1,000,000 

9 

62.84 

250,000- 500,000 

23 

43.17 

100,000- 250,000 

55 

41.23 

50,000- 100,000 

105 

35.91 

25,000- 50,000 

200 

34.19 

10,000- 25,000 

602 

24.16 

5,000- 10,000 

918 

18.14 

2,500- 5,000 

1,407 

16.57 

Under 2,500 

12,896 

11.22 


A word of caution is in order lest the cynical temptation be indulged to as- 
cribe to “graft,” “corruption,” and “inefBciency” the increase in per capita 
expenditures as local governments progress in size. The real explanation 
doubtless runs in terms of more elaborate performance of “primary” func- 
tions and the necessity for provision of a wider range of services. There are 
many services which the larger municipality can perform for the citizen, and 
in the absence of performance by government the citizen would be required 
to perform them himself, probably less satisfactorily and at greater cost. 

13 Source: Bureau of Census, Governmental Finances in the United States, 1942, U. S. 
Summary, p. 8. 
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Without doubt public water supply, sewage systems, public libraries, public 
health services, and the like, not only accomplish their objectives better, but 
at less social cost than would alternative individual attempts at self-sufh- 
ciency. There is undoubtedly greater opportunity for corruption and inefS.- 
ciency as government becomes less personal and involves the handling of 
larger amounts of funds. On the other hand, these very characteristics of 
larger local governments make feasible the employment of experts in govern- 
ment. They also justify and recommend the institution of standards and pro- 
grams for the selection of civil servants. Those scandals involving corruption 
in municipal government which make the news have generally occurred in 
the larger municipalities. The total funds involved, however, though in some 
cases large, are generally small in relation to total expenditures. In the matter 
of eflhciency, it would be difficult to demonstrate that waste is proportionately 
less in small than in large municipalities. 

EXTENSIVE EXPANSION OF GOVERNMENTAL FUNCTIONS 

The rising standard of living in the public economy has more than kept 
pace with the increase in national income, as indicated in column 4 of Table 
2. Governments at all levels tend to do more and more for their citizens. 
Since the citizens have requested — or at least acquiesced in — performance 
of these added functions and generally higher standards of performance, we 
may judge that the scale of wants for public goods and services has increased 
more rapidly than the scale of wants for privately-produced goods and serv- 
ices. To take a simple case, those who pay gasoline taxes are in effect choos- 
ing highways in preference to other goods which they might buy in the 
market place with the same money. The choice is, of course, not entirely a 
clear and precise choice between highways and chewing gum. But neither 
are the alternatives in the choices which consumers constantly make in the 
allocation of their incomes among various goods clearly presented to them. 
Buyers’ choices constantly involve selection among alternatives which are 
complex. The payer of a gasoline tax buys highways along with his gasoline, 
the buyer of a house buys fire protection through his property faxes, the 
buyer of theft insurance may be forced by standardized policies to buy in- 
cidental coverage which he does not particularly desire, or the buyer of a 
ticket to a good movie pays also for a “co-feature.” Purchases are commonly 
“tied in” with one another, partly because of the complementary nature of 
goods. Thus, even though choices may not be simple, the majority of the 
pubhe have accepted the growing scale of governmental activities, and in 
so doing they have exercised essentially the same talents for judgment which 
they regularly exercise in the market place. 
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DEPRESSION-BORN FUNCTIONS. The decade of the nineteen-thirties 
was the period of very considerable additions to the list of accepted functions 
of government. The severe and prolonged economic depression was the cata- 
lytic agent in this marked expansion, both by demonstrating the need for 
government intervention and by bringing liberal governments into power at 
federal, state, and local levels. New responsibilities were accepted in these 
three principal areas: 

Encouragements to industry, agriculture, and labor 

Extensions of controls over the economy 

Promotion of public welfare 

Although admittedly not entirely distinct from one another, these categories 
will serve to classify particular items of legislation and policy. There is a 
large element of public welfare in the control of industry, as there is a large 
element of public welfare in assistance to large segments of the economy. 
Within these categories of functions particular activities come and go, partly 
because particular measures are designed to meet particular and temporary 
conditions, and partly because acceptance of responsibilities by government 
in new fields implies an element of trial and error. 

Very general encouragements to particular segments of the economy had 
been begun prior to the decade of the thirties by establishment of the De- 
partments of Commerce, Agriculture, and Labor. Informational services of 
a statistical or technical nature had long been performed. Aside from such 
general services, the developmental function had been largely confined to 
the questionable policies of tariff protection and, in the case of agriculture, 
export subsidies and grants of land and money to agricultural colleges. 

Examples of the encouragement measures adopted durmg the thirties 
abound in each of the fields of industry, agriculture, and labor. The National 
Industrial Recovery Act granted to industry authority to engage in essentially 
monopolistic practices to “save the market,” in return for industry promises 
to increase wages and employment. The easing of credit by the banking sys- 
tem was hoped to be effective in easing panic conditions in the capital mar- 
kets. RFC loans to banks, insurance companies, railroads, and other indus- 
trial concerns were designed to loosen the deflationary grip on business. The 
public works programs significantly aided the construction industries, as did 
the various housing programs. The various agricultural acts to ease the farm 
credit situation, to improve prices by organized crop reduction, and to reduce 
soil erosion were designed to mitigate or cure short- or long-run difficulties. 
In the field of labor, the National Labor Relations Act had as its purpose the 
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promotion and strengthening of collective bargaining. Government employ- 
ment services, unemployment compensation, and old-age and survivor an- 
nuities were instituted for the particular benefit of labor, with indirect benefit 
to industry. 

The regulatory or control functions of government prior to the depression 
in the early thirties were largely non-economic. The police and justice func- 
tions centered around the protection of broad and basic social rights. In the 
economic sphere government regulation embraced the fields of railroad and 
public utility rates and practices, pure food and drug administration, food 
inspection, and relatively ineffectual attempts to prevent and destroy mo- 
nopolies. During the depression the regulatory function expanded greatly. 
In fact the expansion entered so many fields and proceeded so rapidly that 
questions were raised in the minds of many whether government depression 
policy aimed at recovery or reform. The power of employers in their dealings 
with labor was greatly curbed, new issues of corporate securities became 
strictly regulated, steps were taken to remove the commercial banks to a re- 
spectable distance from the security markets, interstate motor vehicle trans- 
portation rates were brought under Interstate Commerce Commission control, 
regulation of common carriers by water engaged in foreign commerce was 
established, the Federal Communications Commission was given authority to 
regulate interstate and foreign commerce in communications by wire and 
radio, and federal regulation was institued over electric utilities engaged m 
interstate commerce. 

In general the extension of the regulatory function proceeded from a broad 
definition of exploitation. Wherever economic power was utilized contrary 
to the public interest or detrimental to the welfare of classes or groups, gov- 
ernment was constrained to enter the field to establish rules of conduct. The 
record is not entirely consistent, but during the period of economic upheaval 
government developed a vigorous economic conscience. 

Regulatory functions are relatively inexpensive functions. They may m- 
volve large expansion of administrative persoimel, but do not involve large 
outlays on materials or grants of money. It may be noted in passing that a 
not inconsiderable portion of the cost of regulation is borne by the concern 
being regulated.^® The promotional or developmental functions normally re- 

I'i Price control, rationing, priorities, and allocation represent the most thorough- 
going economic controls of all. They must not be ignored, although they are “war-born” 
and not “depression-born” controls such as are being discussed in this section. 

15 These costs to the concern fall into two categories: (1) the administrative costs of 
legal services, accounting and reporting, and general compliance, and (2) the additional 
costs which may result from accomplishment of the regulatory objective, such as re- 
duction of profits resulting from public utility rate regulation. 
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quire greater outlays in the form of loans, benefit payments, and purchases. 
In the third field of recent expansion — promotion of public welfare — money 
grants or public works are almost inevitable, and these functions are there- 
fore normally highly expensive in terms of the number of persons directly 
assisted. 

The field of public welfare embraces provision for groups or classes who 
are considered underprivileged in some respect. This condition may be due 
to a normally low income level, to inadequate education or training, to 
temporary unemployment, or to termination of earning power due to age, 
physical injury or handicap, or inadequate prior provision for economic in- 
dependence. Prior to 1933 the welfare function had been performed almost 
entirely by state and local governments. Their activities had traditionally 
included provision of recreational facilities, workmen’s compensation plans, 
and relief for a few indigent aged persons in “old folks’ homes.” When un- 
employment became critical in 1931, state and local governments made un- 
precedentedly large payments for direct relief of the unemployed. But the 
marked increase in relief expenditures during the early thirties, coupled with 
a severe decline in state and local revenues, so seriously threatened the finan- 
cial stability of local governments in particular that a large portion of these 
expenditures was taken over by the federal government, either by the estab- 
lishment of direct federal programs or by federal grants to assist the states in 
the performance of functions. However, federal welfare activities went far 
beyond the provision of temporary relief, and many long-range social security 
projects were instituted. Some of the permanent welfare programs, such 
as old-age annuities and unemployment compensation, are supported by 
“premium” payments during the employed period. Others, in the nature of 
assistance grants, place the beneficiaries in the position of being in effect 
wards of the state, and their benefits are paid out of funds raised by general 
taxation. 

The principal social welfare programs which arose during the thirties fall 
into two general classes; (1) those temporary relief projects designed to 
meet the minimum requirements of unemployed and needy persons until jobs 
became available in the private economy, and (2) those long-range programs 
of the Social Security Act of 1935, in which government-administered in- 
surance plans or outright assistance grants to special groups were established. 

RELIEF PROGRAMS. Payments under those welfare programs which were 
designed to provide relief to needy persons and families, sometimes as out- 
right grants and sometimes as wages from public employment, are listed in 
Table 6 below for the years 1933-1939. 
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TABLE 6 RELIEF PAYMENTS AND EARNINGS OF PERSONS EMPLOYED 
UNDER FEDERAL WORK PROGRAMS (EXCLUDING SOCIAL 
SECURITY) 1933-1939 ifi 
(in thousands) 


TOTAL 

TYPE OF PROGUAM PAYMENTS 

General Relief (1933-39) $6,382,259 

Farm Security Administration (Subsistence) (1935-39) 100,437 

Civilian Conservation Corps (1933-39) 1,733,528 

National Youth Administration (1935-39) 253,834 

Works Projects Administration (1935-39) 6,332,222 

Other Federal Work & Construction Projects (1933-39) 3,021,219 


The figures represent payments by all governments participating; they in- 
clude state and local as well as federal expenditures. All figures exclude pay- 
ments for administration, materials, and equipment. 

The item General Relief in Table 6 represents contributions by govern- 
ment to the needy under various programs at various governmental levels. 
These payments were in general made to individuals according to need, and 
thus were direct relief payments as distinguished from work relief payments. 
The same is true of subsistence payments certified by the Farm Security Ad- 
ministration. All other items in the table are in the nature of work relief 
projects, in which payment to recipients was based upon wage rates and 
hours of work roughly adjusted to need. The last item, Other Federal Work 
and Construction Projects, is largely the activities of the Public Works Ad- 
ministration, which undertook projects of public construction distinguishable 
from the work relief projects of WPA. 

Under the various titles of the Social Security Act of 1935, the following 
long-range welfare programs were instituted: 

Old-age and survivors’ annuities 
Unemployment compensation 
Old-age assistance 
Aid to dependent children 
Aid to the blind 

The first two of these are supported by special taxes. The old-age and sur- 
vivors’ annuity program is administered by the federal government and bene- 
fits are paid from reserves buUt up by taxes collected from employers and 
employees. Unemployment compensation is administered by the states, and 

16 Source: Social Security Board, Trends m Public Assistance, 1933-1939, Washington, 
1940, p. 3. 
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benefits are paid from reserves created by taxes on employers. The last three 
are public assistance programs, which are administered by the states with 
funds furnished by the states and the federal government. In each of these 
programs the federal government contributes one-half of the administrative 
costs. Maximum monthly benefit payments toward which the federal govern- 
ment contributes are $50 per recipient in old-age assistance, $50 per re- 
cipient in aid to the blind, and in aid to dependent children $27 for the first 
child and $18 each for additional children in the same family. The propor- 
tion of federal contribution within each of these maxima is slightly over 50 
per cent (75 per cent to a minimum figure and 50 per cent beyond). 

Table 7 below indicates the amounts of benefits paid out under the five 
social security programs listed above. It should be noted that old-age and 
survivors’ insurance and unemployment compensation did not begin on a 
nation-wide basis until the fiscal year 1936-37. Although benefits to the 
indigent aged, dependent children, and the blind had been paid by some state 
and local governments prior to passage of the Social Security Act, this Act 
greatly increased those payments and made application of the programs 
nation-wide. 

TABLE 7 BENEFIT PAYMENTS UNDER FEDERAL, STATE, AND LOCAL PRO- 
GRAMS FOR OLD-AGE INSURANCE; UNEMPLOYMENT COMPENSATION; 
ASSISTANCE TO THE AGED, DEPENDENT CHILDREN, AND THE BLIND; 

1936-1950 17 



BENEFITS PAID 

TYPE OF benefit 

($ millions) 

Old-age and Survivors’ Insurance 

4,956 

Unemployment Compensation 

8,486 

Old-age Assistance 

10,760 

Aid to Dependent Children 

3,108 

Aid to the Blind 

425 


The relatively small expenditure for benefits under the old-age and sur- 
vivors’ insurance plan does not measure the long-run significance of this 
function. It is organized on an actuarial basis,^® benefits being roughly gauged 

17 Source: Federal Security Agency, Social Security Bulletin, Sept., 1951, pp. 26, 44. 

18 The actuarial aspects of the old-age insurance plan have been qualified in a major 
way by Congress’ refusal to raise tax rates on employers and employees according to the 
schedule as originally planned. Reserves are thus being built up more slowly than actu- 
atially anticipated;^ the eventual consequence must be: (1) lower annuity payments in 
the future, which is unlikely, (2) higher old-age insurance taxes in the future than the 
original schedule called for, or (3) contributions from the general fund of government 
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to contributions by and for the employee during his period of employment. 
Benefits under this program will thus show vast increase in future years as 
benefits per retired worker or his survivor become greater and as the num- 
ber of living beneficiaries becomes larger.^ Unemployment compensation pay- 
ments will, of course, vary with employment conditions. Old-age assistance 
has been regarded from the beginning as a stop-gap provision. With the 
passage of time, as the old-age and survivors’ insurance program provides 
more adequate coverage, workers reaching retirement age will be able to re- 
ceive regular payments from that fund, and old-age assistance should then 
be applicable only to those who do not qualify under the insurance scheme. 
Aid to the blind and to dependent children should remain reasonably constant 
over a period of time unless benefits are increased, except as other provisions 
of the Social Security Act make for fewer dependent children. 

The depression relief and social security activities of government, which 
are the most strikmg developments in the field of public welfare during the last 
two decades, do not tell the whole story of welfare activities of governments. 
It is estimated that in 1929 approximately 10 per cent of total state govern- 
ment expenditures and approximately 4V2 per cent of total local government 
expenditures were for charities, hospitals, and corrections. Various titles of 
the Social Security Act can be expected to reduce the amount of direct chari- 
ties provided by these governments, and great financial assistance under the 
federal work relief programs has resulted in absorption by the federal govern- 
ment of a large part of the costs of outlay for new hospitals and correctional 
facilities. 

We have noted that except for war expenditures, which far surpass any 
other item in expensiveness, the three categories in which government pay- 
ments have shown most marked dollar increase since World War I are high- 
ways, education, and social welfare. The growth of these three functions is 
indicated in Table 8. 

at that future time when benefit payments exceed income from current old-age taxes 
and interest on the accumulated reserve. The last is undoubtedly the most probable of 
the alternatives; it indicates partial abandonment of the reserve plan in favor of con- 
sidering benefit payments as a leeurring charge upon the general fund of the Treasury 
to be paid out of general tax revenues, only one of which is the old-age tax. In fact, 
recent broadening of coverage, raising of benefit payments, and more generous payments 
to dependents without variation in premiums, suggest further departure from a reserve 
plan. 

19 During the early years of such a plan, current contributions to the reserve fund will 
be far greater than current benefit payments. At some point, with increasing average 
age of the population, the two will be equal, after > which benefits should exceed current 
contributions. Although the old-age and survivors’ insurance fund had paid out ap- 
proximately $4 billion by the end of 1950, the reserve fund at that time had accumulated 
to approximately $13.7 billions. Social Security Bulletin, Sept., 1951, p. 26. 
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TABLE 8 GROWTH OF HIGHWAY. EDUCATION, SOCIAL WELFARE 
EXPENDITURES, ALL GOVERNMENTS 
($ millions) 


CATEGORY 

1913 

1929 

1937 

1951 

Highways 

426 

1,936 

1,818 

3,530 

Education 

565 

2,490 

2,372 

4,530 

Social Welfare 

342 

1.360 

5,098 

4,838 


ATTITUDES TOWARD INCREASING PUBLIC EXPENDITURES 

The facts of the increase in public expenditures are startling, and to many 
they are genuinely disturbing. Probably the most common bases for anxiety 
are the following; 

1. A general feeling that public expenditures are by nature wasteful of the 
product of society. 

2. A concern by the minority party lest the party in power perpetuate it- 
self by the distribution of treasury largess. 

3. A concern lest the expansion of government result in encroachments 
upon personal liberty and the field of private enterprise. 

In reference to the first, the anxiety stems from (a) acceptance as a fact 
that government is by nature administratively wasteful and inefficient, and 
(b) belief that no matter how efficiently administered, government functions 
are by nature non-income-producing and thus a “burden” upon society. 

Little need be said about waste and inefficiency. Without doubt the system 
of checks and balances which permeates government results in layers of au- 
thority which imply “red tape.” This is true in any large organization — so- 
cial, religious, business, or governmental. The ability to act quickly without 
reference to other authority is an attribute of dictatorial organization, and 
“red tape” is an inevitable characteristic of democratic control.^^ 

20 Figures for 1913, 1929, and 1937 reprinted from page 121 of Fiscal Policy and 
Business Cycles, by Alvin H. Hansen, by permission of W. W. Norton and Company, 
Inc. Copyright, 1941, by the publishers. The figures for 1951 arc not strictly comparable, 
as they include as local expenditures only those of cities with population in excess of 
25,000. The 1951 figures are taken from The Budget of the United States Government 
for the Fiscal Year Ending June 30, 1953, Compendium of State Government Finances 
for 1951, and Compendium of City Government Finances for 1951. 

21 The term “bureaucracy” correctly refers to the system of administration according 
to rules, and “red tape” in greater or less degree is one of its characteristics. Popularly, 
however, “bureaucracy" has come to imply in everyday usage inefficiency, graft, and the 
promotion of excessively large organization, either to make jobs or to exalt the position 
of the chief of the bureau. An important analysis of this subject is. Bureaucracy and 
Trusteeship in Large Corporations, Temporary National Economic Committee, Mono- 
graph 11, Washington, 1940. 
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The notion that government is a “dead weight” upon the economy arises 
out of the traditional view that government is not “productive.” Its functions 
are generally in the nature of performance of services which produce utilities 
for society but no direct money income to government. Because government 
expenditures do not directly produce their own income they are commonly 
thought to represent only a drain upon the income of the economy. Govern- 
ment expenditures for highways undoubtedly produce at least their equiva- 
lent in income to the community in the improvement of transportation and 
the expansion of the automotive industries. The income produced by public 
education is even less direct, though doubtless real. The generation of na- 
tional income by virtually all government expenditure is discussed in the fol- 
lowing chapter. 

The political aspects of the increase in public expenditures are of course 
subject to the interpretation which the individual chooses to place upon them. 
The political “outs” commonly insist that expenditures are made with the 
primary purpose of buying votes. Patronage is without question regularly 
practiced in government at all levels. Rewarding the politically faithful has 
its advantages in promoting party coherence, but at the same time places men 
of similar points of view in the various levels of the governmental hierarchy 
and thus promotes a minimum of wrangling in the administrative process. The 
open-handed spending policies of the “New Deal” were subject to heated 
criticism on the grounds that the primary objective of spending was to as- 
sure election. On the other hand, a balanced view will recognize that an 
administration maintains itself in power by pursuit of policies which the 
public approves. If the desired policy involves heavy spending, the reasonable 
view would emphasize the vote-getting power of public acceptance of the 
policy rather than the use of the public treasury as a political slush fund which 
overcomes opposition to policy with pecuniary payment. 

Extension of the field of government has restricted the freedom of action 
of individuals. Regulatory functions by their very nature are destructive of 
some individual freedoms. Most such regulation, however, has been intended 
to restrict the freedom to exploit, creating greater freedom of action or of 
choice to those formerly exploited. Limitation of the freedom of employers 
in dealing with their employees has greatly increased the freedom of action 
of organized employees. The scales may have been tipped too far in the 
opposite direction, but this does not necessarily condemn the exercise of 
control. Use of the taxing power itself limits individual choice as to the use 
of income, the purchase of certain goods, the establishment of residence, or 
the type of investment to be made. So long as general welfare — of which in- 
dividual freedom is an important ingredient — ^is promoted, government is 
performing its clearly stated duty. 
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Expansion of government has often been characterized as a movement in 
the direction of socialism. Whether or not this is technically true depends 
upon one’s definition of the term. Government obviously tends to “socialize” 
in the sense of subordinating individual to group welfare. An element of so- 
cialization of income inevitably occurs when progressive taxes pay for social 
welfare services, since the high-income groups contribute heavily to financing 
services whose major direct benefit accrues to low-income groups. A con- 
siderable socialization of profits from the “profit system” has occurred through 
personal and corporate income taxes and death taxes. Encroachment upon 
the traditional business field of capitalism has, however, been relatively slight 
in terms of social ownership of the means of production. The extensive public 
works program of the thirties accomplished a great deal of construction, but 
almost exclusively in fields non-competitive with private enterprise. TVA and 
some of the emergency lending agencies which were created during depres- 
sion and war possess aspects of obvious competition with private industry. 
However, in view of the tremendous expansion of government in that period 
the non-competitive extent of public projects is remarkable. 

“Socialism” refers primarily to social ownership of the means of produc- 
tion, as contrasted with private ownership. Government has thus progressed 
far toward controlled capitalism, but only in a very minor degree toward 
“socialism.” In fact, government policies suggest quite clearly the objective 
of strengthening capitalism. Reduction in inequality of incomes has long been 
indicated as a reform to strengthen capitalism. The relief and welfare func- 
tions of government are inevitable, both to repair the ravages of the business 
cycle and to promote a higher standard of social living. Public works projects 
and lending functions durmg the depression were instituted to cushion the 
efitects of the worst feature of free capitalism — its recurrent tendency to break 
down. “Pump-priming” has as its goal the prevention of serious breakdown. 
Anti-monopoly regulation hopes to protect the private economy from dis- 
integrating forces within itself. On the whole, therefore, with the expansion 
of government activities the objective of strengthening capitalism has been 
far more evident than the intent to socialize the economy. 

Closely related to the fear that expansion of government will interfere with 
personal freedom is the dread of an increasing public debt. This fear ex- 
presses itself in terms of (1) the shock to orthodox attitudes created by 
policies which involve periodic and severe increases in debt, and (2) the 
recognition that debt creates both a current carrying charge in the form of 
interest and the probable future retirement of the principal, which promise 
additional taxes beginning now and continuing into the future. The problems 
of debt constitute a large study in themselves, and are therefore postponed 
for consideration in a later chapter. 
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Prejudice, dogma, and unbalance appear on both sides of the argument 
concerning the increase of public expenditure. Democracy is called upon to 
justify its existence in terms of efficiency and sensible policy. Bigness has 
many inherent propensities toward inefficiency, cumbersomeness, and favor- 
itism, which it is the function of idealism, reason, and organization to combat. 
Our discussion of budget control in Chapter 2 constantly emphasized the 
need for machinery through which conscious direction of fiscal policy toward 
desired ends is encouraged in the greatest possible degree. 

CONTROL OF PUBLIC EXPENDITURES 

In the last analysis, real control of expenditures can be accomplished only 
by effective budgeting. For “control” does not necessarily mean “reduction.” 
It means that expenditures are justified in terms of the whole welfare of so- 
ciety and in terms of the financial means at the disposal of government. 
“Control” implies that expenditures are “economic,” by which we mean that 
resources not unlimited in quantity are devoted to their most productive uses, 
public and private. Economy in government thus means that budgetary de- 
cisions direct limited resources into government use only to the extent that 
such use is more productive of satisfactions or national income when ad- 
ministered by government than by the private economy. It means further that 
resources to be used by government be allocated among various public func- 
tions in such a way as to provide the greatest return measured against 
objectives. 

The philosophy of control practiced by the federal government is essen- 
tially that of placing ultimate reliance upon the budget; that is, upon the 
common sense of the current incumbents of the legislative and executive de- 
partments. The President and the Congress are not seriously bound by con- 
stitutional or statutory strait jackets within which financial operations take 
place. But at the state and local levels governments are frequently restricted 
by formal controls. These are imposed upon local governments by the states, 
while at the state level they are either imposed by constitutions or by the 
self-discipline of statute law. Several formal controls of expenditure have been 
recommended, and some have been practiced. These formal controls have 
generally been instituted as substitutes for, and in the absence of, adequate 
budget procedure. Those most widely used are tax rate limits, debt limits, 
and “pay-as-you-go” requirements. 

TAX RATE LIMITATION. This is a scheme for limiting expenditures by 
limiting revenues by limiting tax rates. It has been applied widely by the 
states to their county and municipal governments, and from time to time 
state governments have had tax rate limitation imposed upon them by their- 
constitutions. Tax rate limits have applied almost exclusively to the property 



62 PUBLIC EXPENDITURES: TRENDS AND THEIR SIGNIFICANCE 

tax. This is not surprising in view of the fact that the property tax has con- 
sistently been the principal revenue measure of state and local governments.-^ 

The most widely used form of tax rate limitation is that which establishes 
a specific maximum rate of property taxation, such as 2 per cent of property 
valuation.^® Rankmg second in frequency of use appears to be the method 
of limiting property tax revenues in any year to a given per cent of the 
previous year’s property tax collections. This is not strictly tax rate limita- 
tion, for assessed valuations may change. But limitation of property tax rev- 
enues to, say, 105 per cent of those of the previous year is not uncommon, 
and such a procedure is likely to be in fact a limitation upon property tax 
rates.2^ Whatever system of limitation is employed, provision is commonly 
made for exceeding the limit in real emergencies. The constitutions or statute 
laws imposing limits generally provide that these limits may be exceeded by 
permission of the state tax commission or by large majority vote of the 
electors. It is possible to exceed the liniit, but not easy. 

Tax rate limitation is, however, a somewhat loose-jointed instrument for 
limitation of expenditures. To attempt to limit total expenditures by limiting 
property tax rates leaves important loopholes. The property taxes assessed 
are determined by multiplying the assessed value of property by the tax rate. 
Both the assessed value and the rate are potential variables. If the tax rate 
is fixed by limitation, property taxes can be increased by increasing assessed 
valuations. Furthermore, other revenue measures may be utilized to supple- 
ment property taxes, and thus allow increase in expenditures. Finally, unless 
there is also a debt limit imposed, local governments whose tax revenues are 
limited may increase their expenditures by resort to borrowing. In smaller 
villages the tax rate limit works much better in limiting total expenditures 
than in larger cities. Smalt local governments are, in fact, dependent almost 
exclusively upon the property tax for revenue. Other sources either do not 
exist or cannot be made elastic. In the small towns property assessments tend 
to be frozen over long periods, making for great difficulty in increasing as- 

22 Many states have imposed rate limits of one sort or another on poll taxes, dog 
taxes, and various licenses. They are excluded from this discussion because restrictions 
upon such minor revenue instruments are obviously not designed to control general 
expenditures. 

28 This type of over-all tax rate limitation, applying to state as well as local govern- 
ments, was employed in nine states in 1943. Cf. G. M. Morris, Tax Limitation Laws, 
Chicago,^ American Municipal Association, 1943, for a good general presentation of the 
case against tax limitation. 

24 It will be recognized that when, as in the case of a few states, an upper limit to 
over-all expenditures of a local government is established, a de facto property tax rate 
limit is established. For the importance of property taxes in the local government rev- 
enue picture, tte local tradition of budget balance, and the slowness with which assess- 
ments are revised, combine to make the property tax rate the principal dependent vari- 
able with total expenditure. 
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sessments. And finally, debt limits commonly are imposed along with tax 
rate limits. 

Local governments too small to set up adequate budgetary procedures, 
whose revenue sources are practically limited to the property tax, and whose 
borrowing limit is imposed by law, may be better off with tax rate limits 
than without. Normally, however, such governments are under constant sur- 
veillance by their citizens, making control of this sort unnecessary. For larger 
governments such a scheme is an extremely poor substitute for good budget- 
ing, for two reasons. First, the loopholes are larger, making results correlate 
poorly with intent. Second, and far more important, proper control involves 
both the possibility of emergency expenditure increase beyond arbitrary limits 
and machinery for intelligent allocation of expenditures within the total 
among various governmental functions. When tax rate limitation is effective 
and exists in addition to genuine budget procedure, it too often holds compe- 
tent fiscal authorities to limits which are not reasonable m terms of their 
fiscal problems. 

DEBT LIMITATION. This plan is designed to restrict current expenditures 
of governments to a limited amount in excess of current revenue collections 
by establishing the maxunum amount of debt which may be incurred. In 
1937 all forty-eight states imposed debt limits upon some or all of their 
local governments; in thirty-six of the states these limits on local government 
debt were established by the state constitutions and therefore highly resistant 
to change. Thirty-four state governments were limited in the amount of their 
borrowing by their constitutions. The federal government operates under a 
statutory debt limit imposed by and subject to change by Congress. 

The federal debt limit is stated in terms of an absolute number of dollars.^® 
Debt limits imposed on most (27) state governments are stated as an amount 
in dollars, ranging from $50,000 in the case of Rhode Island to $1,000,000 
in Kansas and Pennsylvania. In a few (6) states, the state debt limit is 
calculated as a percentage of the valuation of property within the state, rang- 
ing from 1 per cent to 10 per cent. Debt limits for local governments are 
most frequently stated as percentages of property valuation, ranging from 
1 to 20 per cent, though in a few cases the debt is limited to an average of 
recent annual revenue receipts. 

Most state and local debt limits exclude debt contracted for purchase or 
construction of municipal water, light, and sewerage plants, and for local 
improvements. It is presumed that the former will be operated as commercial 

29 Tax Systems of the World, 1938, pp. 237-40. 

20 In 1945 the federal debt limit reached $300,000,000,000. It was reduced to $275,- 
000,000,000 in 1946. 
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enterprises and thus bring in their own revenue, while the latter provide their 
own revenue by special assessments upon property benefited by the im- 
provements. There are scattered cases in which borrowing for other purposes 
is done outside the debt limit, some of the purposes being: relief, street im- 
provements, some local government buildings, and refunding bonds. 

No doubt the imposition of debt limits upon local governments serves to 
force them either to limit expenditures or to tax for current expenditures. 
Past defaults on local bond issues justify such action by the states, and are 
particularly necessary in the case of smaller municipal governments. There 
are, however, elements of elasticity in this system of expenditure control. 
When debt limits are related to assessed valuation of property the debt limit 
can be increased in absolute amount by assessing property at higher figures. 
Exclusion of certain types of debt from such control provides an element of 
desirable elasticity. Considered by itself, a debt limit cannot control those 
expenditures met by increased taxation. 

As in the case of tax rate limitation, debt limitation falls far short of serv- 
ing as an adequate substitute for budget control. It operates only on total 
expenditure, without regard for the relative importance of different functions 
financed within the debt limit, and it may well check necessary emergency 
functions. 

The federal debt limit is fixed by Congress and can be changed at any 
time by Congress. Its real service therefore is as a reminder to the executive 
and the Congress of the course which the debt is following. The action of 
increasing the debt limit may have a sobering mflucnce upon fiscal authorities 
as they plan expenditure programs; as an instrument of formal expenditure 
control it is largely ineffective. The same can be said of those states in which 
the debt limit is fixed by statute law. Wliere a debt limit is unposed upon the 
state by the constitution — and therefore difficult of revision — it acts as an 
undesirable strait jacket upon the budgeting authority. For good budgeting 
implies the ability to contract debt at whatever time and in whatever amount 
the executive and the legislature deem wise; an unchanghig ceiling which 
can hardly foresee emergencies is thus an improper restriction upon fiscal 
planning under the budget. 

PAY-AS-YOU-GO. This policy means simply the prohibition of borrowing. 
It forces upon the fiscal authority the requirement of limiting current ex- 
penditures to current receipts. Even though as a long-run policy, particularly 
for local governments, pay-as-you-go may be wise, it is not wise to impose 
the policy by general legislation. If a pay-as-you-go policy is wise in a given 
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period, that policy should be determined upon by fiscal authorities and re- 
flected in the budget. To impose such a policy by legislation is to abandon 
good budgetary practice in emergencies. 

There are times when governments, like individuals and businesses, should 
go into debt. Borrowing is an essential part of financial management. An in- 
dividual without funds who held to a pay-as-you-go policy in the face of a 
need for emergency surgery could get only cold comfort from the “wisdom” 
or orthodoxy of his policy. Historically a large proportion of business ex- 
pansion has been financed by borrowing. It is good business probably far 
more often than bad. For the same reasons, govermnents cannot afford to 
cripple their schools in order to meet relief obligations. And from the point 
of view of individual projects, pay-as-you-go is often expensive. One state 
government, when it decided to build a new state house, planned to do the 
job by the “sound” financial method of paying for the construction out of 
current revenues. It is reported that because of inadequate year-to-year bud- 
get surpluses the construction dragged on for a period more than twice as 
long as would have been possible under a bond issue. The final total cost 
was over twice the planned cost — the cost which would have been paid if 
construction had been financed by borrowing. The loss of several years’ occu- 
pancy of the building and the money expense of several million dollars more 
than was necessary represent a high price to pay for fiscal “virtue.” 

Fortunately, though pay-as-you-go still remains the ideal of fiscal policy 
at least for most state and local governments, there are very few modem 
attempts to enforce it by law. The constitution of North Carolina prohibits 
the state and the local governments from increasing their debts in any one 
year by an amount greater than two-thirds of the amount by which the debt 
was reduced during the previous year.^'' Tlierefore, unless the state ran a sur- 
plus in any year it could not borrow at all the following year. The course of 
the debt can therefore never be upward. It must either remain constant or 
decrease. This is pay-as-you-go with a vengeance, crystallizing the policy in 
constitutional enactment. A few states impose pay-as-you-go on the gen- 
eral fund by prohibiting debts for ordinary purposes. The probable effect 
of this policy is either to declare unusual expenditures “extraordinary” or 
to starve ordinary functions of government to support unusual expenditures 
elsewhere. And it will be noted that any time a government reaches an un- 

27 Art. V, Sec. 4. The exceptions are: “To fund or refund a valid existing debt; to 
borrow in anticipation of the collection of taxes due and payable within the fiscal year 
to an anaount not exceeding fifty per centum of such taxes; to supply a casual deficit; 
to suppress riots or insurrections, or to repel invasions.” 
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changing debt limit it must thereafter follow a pay-as-you-go policy, except 
in those lines in which borrowing is exempt from debt limitation. 

The general conclusion with respect to “formal” controls of expenditure 
is that such controls may be more or less useful where potentially good bud- 
geting is impracticable, but where good budgeting is possible they not only 
add very little but may work real harm. However, good budgeting is possible 
in almost all circumstances; formal controls are called forth by fiscal irresponsi- 
bility or by failure to respect the importance of governmental functions. 

GRANTS-IN-AID 

Grants-in-aid are contributions from governments at one level to govern- 
ments at a different level. They are made from funds to which the grantor 
has title, and therefore do not include distribution of revenues collected by 
one government for another.^® Federal grants to states and local governments 
are always made for specified purposes, though state governments make some 
unspecified grants to localities. 

One or both of two major causes generally account for the existence of 
grants.'^® (1) The resources of governments at a lower level are inadequate 
to provide desired services at uniformly high standards, and thus require 
financial assistance from governments with greater resources. (2) Certain 
functions are regarded by government at a higher level to be necessary, but 
that government either cannot for constitutional reasons or should not for 
administrative reasons perform the function itself. Thus a nation-wide de- 
pression relief program should be uniform throughout the nation, but prob- 
ably should be administered locally. 

Grants by states to local governments have generally bulked larger in. the 
whole transfer picture and are of longer standing than federal grants. This 
follows naturally from the fact that local governments are created by and 
are agencies of the states. The purposes for which state aid was granted to 
local governments in 1951 were as follows: 

28 Taxes collected by state governments and shared by local governments have become 
common in recent years. These are not, however, grants-in-aid since amounts distributed 
to local governments cannot be considered at any time to have been state funds. 

29 This excludes minor “uphill” transfers from government at a lower level to govern- 
ment at a higher level. Local governments transfer funds to states as payment on loans 
extended to them by the state, payments to state pension funds for local employees, 
transfers to states of relief funds later disbursed in slate-local relief, and local advances 
to states for construction of state-local highways. States have made payments to the 
federal government on former public works loans. None of these is in the nature of a 
grant. See U. S. Bureau of Census, Financing Federal, State, & Local Governments: 
1941, 1942, pp. 55-6. 

89 Compendium of State Government Finances in 1951, p. 28. 
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Education $2,269.1, million 

Public Welfare “ 974.1 “ 

Highways 676.0 “ 

Health and Hospitals 122.0 “ 

Housing and Community Development 10.5 “ 

Public Safety 5.0 “ 

Purposes Unspecified 512.0 “ 

Unallocable 132.1 “ 


Total $4,701.7 


* Includes principally Old Age Assistance and Aid to Dependent Children. 

The public assistance grants are of relatively recent origin, growing out of 
the Social Security Act of 1935. In reality such grants are part of a chain 
of grants begun by federal financial assistance to the states for these pur- 
poses. The other types of grants in the list, although they have steadily in- 
creased in size, are of longer standing. Of particular note are the state con- 
tributions to local education. The rationale of such grants is to be found in 
the need for state-wide standards of public education, which standards could 
not or would not be met by local governments operating independently. 
Poverty or niggardliness of local governments could thus create areas in 
which a primary function of the state is inadequately performed. 

Federal grants in 1951 were as indicated in Table 9 below. 

TABLE 9 FEDERAL GRANTS TO STATE AND LOCAL 
GOVERNMENTS, 195131 
(milliom of dollars) 


Veterans’ Services and Benefits 9 

Public Assistance 1,186 

Vocational Rehabilitation 16 

Hospital Construction 107 

Maternal and Child Welfare 28 

Public Health 40 

Housing and Community Development 7 

Education 132 

Agriculture 98 

Natural Resources 18 

Highways 383 

Airports 30 

Other Transportation and Communication 13 

Unemployment Compensation and Employment Service 178 

District of Columbia 11 


Total 2,256 


31 The Budget of the United States Government for the Fiscal Year Ending June 30, 
1953, Special Analysis G. 
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Public Assistance grants originating in the Social Security Act were made 
for old-age assistance, aid to dependent children, and aid to the blind. High- 
way grants were primarily allocations first provided for in the Act of 1917, 
to assist the states in the construction of national highway systems and to 
improve rural roads. The federal grants lor education are among the very 
oldest in existence. Historically, however, they have been made for the en- 
couragement of higher education in the land grant colleges, and of agricul- 
tural and mechanical arts. Primary and secondary general education has been 
only very slightly and indirectly assisted by the federal government. Unem- 
ployment compensation and employment service grants were made to pay 
the administrative costs of state unemployment compensation and of public 
employment offices. The agriculture grants were made for assistance to agri- 
cultural experiment stations and agricultural extension work. Public health 
grants were made for the following purposes: public health work, venereal 
disease control, crippled children, and maternal and child health. It is note- 
worthy that in no case is an activity carried on by a state or local govern- 
ment entirely with federal funds. In some cases the federal government 
simply makes grants of minor financial assistance to an existing state ac- 
tivity. In others, notably highways and public assistance, the state must 
match federal funds, and there is therefore joint and nearly equal participation 
by both. 

The institution of grants-in-aid has accomplished the very useful govern- 
mental purpose of administering certain functions at the logical lower and 
more intimate level by the use of funds of the more centralized governments 
with more ample revenue resources and borrowing power. Some of these 
functions could not constitutionally be performed by the federal government, 
but the offer of federal funds with performance requirements has accom- 
plished desired results. On the other hand, there are potential danger's to the 
grantee government. It is difficult to refuse an offer of two dollars for one, 
and grantee governments may find themselves purchasing services at the 
bargain counter beyond their means. Further, there is dual budgetary con- 
sideration of such expenditures; the budget of the grantor may consider the 
function worth 50 per cent of its total cost, and that of the grantee may do 
the same. It does not necessarily follow, however, that the function is worth 
its total cost to the taxpayers. There is the additional fact that, if the grantor 
government were to withdraw, the grantee would be forced either to bear the 
whole cost or — a bitter choice — drop the function. 

82 This is true only of the designated federal aid highways. Total highway expenditures 
by the states far exceed grants by the federal government. 
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PUBLIC EXPENDITURES AND ECONOMIC CONDITIONS 

In this chapter we have discussed the trend of public expenditures, the 
more hnportant functions which give rise to those expenditures, and ex- 
penditure control. This is the traditional approach to the subject of public 
expenditures, and discusses materials which are essential to an understanding 
of what government does with its money. It is, nevertheless, the narrowest 
possible view of the economic aspects of public expenditure. It is important 
to add, since it is so frequently overlooked, that most government services 
are basic in nature; their benefits reach out into all branches of economic 
life. Consider for a moment the magnitude of the dollars and cents benefits 
to the business community and to individuals of such services as protection, 
highway construction, education, informational services, and provision for 
financial security. How productive would the economy be without these 
services? How could the capital accumulation necessary for technological ad- 
vance in a private property economy have taken place without the protection 
of private property? How much lower would current levels of national pro- 
duction and distribution be if highway transportation did not exist in sub- 
stantially the present form? How could we possibly measure the contribu- 
tion of public education to production “know how” and the transmission of 
information? How much has agricultural production been increased and costs 
reduced by dissemination of information concerning agricultural production 
techniques? And in the modern economy, are the economic benefits of se- 
curity not virtually immeasurable? The underlying quality of typical govern- 
ment services justifies the conclusion that in dollars and cents benefits the 
costs of government are returned to the economy many times over, that the 
major part of peacetime government expenditures are highly productive by 
the very nature of the functions performed. 

The narrow and traditional view of the effects of public expenditures con- 
fines itself to consideration of the social value of direct consumer services 
performed by government. As we have seen in the paragraph above, a major 
part of these services makes a basic contribution to the productive efficiency 
of the economy. But the broader and newer view raises questions of the eco- 
nomic significance of expenditure as expenditure. 

Disregarding for the moment the usefulness of the service for which pay- 
ment is made, what does the act of expenditure itself do to the flow of in- 
comes in the economy? Educational expenditures do provide education, but 
how do the purchase of books, the payment of teachers’ salaries, and the 
construction of school buildings affect the general level of economic activity, 
the level of employment, and the distribution of income? As book publishers. 
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schoolteachers, and building and labor contractors receive payment from 
government, what do they do with their income and what diflerence does it 
make? 

Clearly in the economy incomes are passed from hand to hand; income of 
A is spent and becomes income to B. The income of the grocer depends upon 
the expenditure by his customers of their income for groceries; employment 
in the publishing trade depends upon (public and private) purchases of 
books; total demand for construction labor and materials depends upon com- 
bined public and private building programs. Recognition of the income-in- 
ducing potentialities of spending — ^public as well as private — are clearly 
evident in attempts of local Chambers of Commerce to attract new industries, 
army camps, and various public works projects to their localities. It is such 
matters as these which the narrow view of expenditures ignores,'^® and which 

33 The narrow traditional view here described is not a straw man artificially set up 
as a target. Nearly all important writers on public finance from Adam Smith (1776) 
up to the present generation have limited their view of fisc.al operations to simply an 
appropriation of private income to public use for performance of consumer services. 
No attempt was made to follow out that expenditure as income to its recipients. Thus, 
taxation was a simple subtraction from national income, and there was little if any 
awareness of the income-producing aspects of expenditure. 

Adam Smith (Wealth of Nations, Modern Library Edition, 1937) believed that gov- 
ernment expenditures were payments for “unproductive labour” (pp. 877-8), and “as 
smaller or greater proportion of [the “annual produce” or national income] is in any 
one year employed in maintaining unproductive hands, the more in the one case and 
the less in the other will remain for the productive, and the next year’s produce will 
be greater or smaller accordingly; the whole annual produce . . . being the effect of 
productive labour” (p. 31.5). We are not interested here in the controversy over Smith’s 
distinction between productive and unproductive labor. The point is that Smith con- 
cludes that government expenditure cannot increase national product; whether or not 
it reduces national product depends upon whether that part of the previous year’s income 
taken in taxes would have been spent by private persons for productive labor. 

The same emphasis upon taxes as a withdrawal of funds from the private income 
stream and ignorance of the income-inducing effects of pouring these funds back into 
the stream is evidenced by Ricardo, J. S. Mill, Bastable, and H. C. Adams. This narrow 
view in Adams’ Science of Finance (1906) is implied in the following: “The starting 
point is the fund of wealth at the disposal of the nation; the objective point is the 
highest development of both individual and national life; the problem is to so balance 
the assignment of expenditures between the various forms of consumption that the life 
of the people shall be nourished and the organs of the nation developed, at the point 
where nourishment and development are most needed” (p. 29). 

Professor H. L. Lutz (reprinted, by permission, from Public Finance, 3rd edition. 
New York, Appleton-Century, 1936) reflects the same view when he says: “The test of 
the productivity of expenditure for public education would be the success of the edu- 
cational effort in development of intelligent citizens . . . ,” or, “. . . if relief expendi- 
ture prevents distress without destroying self-respect, and the instinct of self-support, it is 
productive” (p. 164), or, “In some degree public expenditure may add directly to the 
aggregate of wealth produced. Well-run government commercial enterprises, reforestation 
and reclamation projects, and other forms of state business are the most obvious illus- 
trations. Even the expenditure on ordinary services may result in the accumulation of 
certain assets, such as public buildings, which are a useful addition to the aggregate of 
community wealth” (p. 167). From Professor Lutz’s point of view, production of a 
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are so important to the general level of economic welfare as to require analy- 
sis. The following three chapters are devoted to this analysis, and thus round 
out our study of public expenditure. 

RECOMMENDED READINGS 
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Maxwell, J. A., The Fiscal Impact of Federalism in the United States, Cam- 
bridge, Harvard, 1946, Part I. 

The various chapters in Pait I deal with various functions upon which major 
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analytical. 

Due, John F., “Government Expenditures and Their Significanee for the Econ- 
omy,” in Poole, K. E. (Ed.), Fiscal Policies and the American Economy, 
N. Y., Prentice-Hall, 1951, Chapter 5. 

A general discussion at a reasonably elementary level of many economic im- 
plications of the growth of governmental expenditures. 

Fabricant, Solomon, The Tiend of Government Activity in the United States 
Since 1900, N. Y., National Bureau of Economic Research, 1952. 

An excellent recent study which possesses the double virtue of effective 
analysis and readability. Its 153 pages can be read profitably; if less time is 
available, chapteis 1, 2, 3, 4, 6, 7 fit most effectively into the approach of this 
text chapter. 

Grants-in-aid: 

Bittermann, H. J., State and Federal Grants-in-Aid, N. Y., Mentzer, Bush, 1937. 
The most comprehensive treatment of the general subject. Chapters 1, 2, 31 
are general chapters; the remaining chapters discuss the use of grants-in-aid for 
specific purposes and at different governmental levels. 

Maxwell, J. A., Federal Grants and the Business Cycle, N. Y., National Bureau 
of Economic Research, 1952. 
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analysis of their potential usefulness both in making standards of performance 
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Blough, R., “Federal and State Grants-in-Aid,” in Groves, H. M., Viewpoints 
on Public Finance, N. Y., Holt, 1947, pp. 600—8. 

Good, short discussion, with special reference to the use of grants for equaliza- 
tion purposes. 


play by a WPA theater group could not be productive. Yet the actors, who are taken 
from the relief rolls, spend their wages for bread, which creates employment and income 
in retail stores, bakeries, and mills, and produces income to the wheat farmer. Is the 
purchase of bread by an actor for Paramount Pictures significantly different in its effect 
upon national income through the same channels? 

On the other hand, an early and refreshing recognition of the general economic effects 
of public expenditure is to be found in Daniel Raymond’s Thoughts on Political Econ- 
omy, 1820. Raymond was an American lawyer who wrote his Thoughts to “please my- 
self” and because “I have read musty law books till I was tired.” His thoughts are fresh 
and stimulating, though they appear to have gained very little if any following. For our 
present purpose, the following quotation is selected to suggest the broader view here 
discussed: “The body politic like the namral body is liable to fall into a state of com- 
parative lethargy and torpor. It then becomes necessary to arouse its dormant energies, 
by administering stimulants. The expenditure of public money, in public works, will often 
produce this effect” (p. 294). 


CHAPTER 4 EXPENDITURE AND 


ECONOMIC ACTIVITY 


NATIONAL PRODUCT AND NATIONAL INCOME 

Analysis of the place of government fiscal activities in the operation of the 
whole economy requires that we trace the flow of funds through the cycles 
of production and use of goods and services. In this way it is possible to see 
the effect upon the material weffare of society of various types of economic 
action, and to show points at which government expenditure may affect the 
level of employment in the economy. 

We shall use the term “goods” throughout this analysis to represent all 
those commodities and services which bring a price in the market. In a profit 
system the adequacy of price is largely the determining factor in productive 
activity, encouraging expansion when price is attractive relative to cost and 
encouraging contraction when potential prices do not give promise of profit 
from production. 

GROSS NATIONAL PRODUCT. The gross national product is a magni- 
tude, measured in value units, which represents the total productivity of the 
national economy during a period of time. This total productivity is not, 
however, a simple sum of the value units produced by all enterprises in the 
economy of the nation during the period selected. For such a sum would 
involve a great deal of duplication, since some firms produce raw materials 
or partly finished goods whose values are included in the values of finished 
goods. If we were to add together the values of raw materials, partly finished 
goods, and finished goods to get a sum of total productivity, this total would 
be made meaningless by double counting. Suppose, for example, that a farmer 
produces 1000 bushels of wheat, which he sells for $2000 to a miller. The 
miller makes of this wheat 50,000 pounds of flour, which he sells to a baker 
for $2500. The baker uses the flour to produce bread which is sold for $5000. 
The value of the product of producers in earlier stages is included in the 
value of the final product (bread) . If, then, we were to say that these three 

enterprises contribute $2000 + $2500 -f $5000, or $9500 worth of product 
n 
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to the nation’s total output we should be guilty of a considerable amount 
of multiple counting of the same value of product. For the $2500 worth of 
flour produced includes $2000 worth of wheat, and the $5000 worth of bread 
includes the value of the flour. There are two methods of eliminating this 
duplication. One is to count as total value product the values of flnal prod- 
ucts only — $5000 in our example. The other is to measure the product of 
each as the value added to the materials purchased from others. In our ex- 
ample, the farmer produces $2000 worth of wheat, the miller adds value of 
$500 to the wheat ($2500 worth of flour less the $2000 cost of the wheat), 
and the baker adds $2500 of value to the flour. By this method the com- 
bined value product of the three producers is seen again to be $5000. Of 
course our example is oversimplified. There may be material ingredients of 
the flour in addition to the wheat, and flour is not the only ingredient of 
bread. For a single firm in the economy, its “value added” would be calcu- 
lated by subtracting its purchases from other firms from its sales adjusted 
by any change in its inventories. 

The gross product of a firm is thus the value which it adds to the value of 
materials with which it works. The gross national product, measured in value 
terms, is the sum of all value added by all enterprises in the nation during 
a given period. This sum is equal to the value of all final goods and services 
produced by the economy. Measured in the physical sense, gross national 
product is the number of physical units of final products produced during 
the period. 

For our purposes it is useful to divide the total of final goods and services 
representing gross national product into three categories: 

1. Goods for private consumption, including both durable goods, such as 
houses and automobiles, and non-durable goods, such as food, gasoline, and 
movies. 

2. Goods for private production, such as factory buildings, machines, and 
delivery trucks. 

3. Goods for government, including both consumption goods (food and 
clothing for soldiers) and production goods (turbines for TVA). 

We segregate goods for government from those for private consumers and 
producers because we are here primarily interested in the effect upon gross 
national product of government purchases. Many of these goods for govern- 
ment are the same items as those going into private consumption or produc- 
tion. 

The gross national product includes all final goods and services produced 
by all producers during a period. Its magnitude is thus at least a first ap- 
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proxiination to a measure of the productivity of the economy. The maxi- 
mum size of gross national product, in physical terms, is limited at any time 
by the quantities of resources, human and material, available for production 
and the stage of technology reached by the economy. Technology determines 
how these resources may be combined to get the maximum output for a given 
effort. In value terms, the gross national product is further limited by the 
possibilities of selling output at remunerative prices. 

It is important to see that the size of gross national product in any period 
is the quantities of output of final products sold. It makes no difference to 
whom that output is sold. A dollar’s worth of final goods sold during the 
period represents a dollar’s worth of gross national product. Purchase of a 
dollar’s worth of goods by government is exactly as important to the size of 
gross national product as is purchase of a dollar’s worth of goods by a 
private individual or a private corporation. Thus, others remaining constant, 
increased purchase of goods in any one of the three categories listed above 
will increase gross national product for the period by that amount. In a sys- 
tem of capitalism the role of effective demand is crucial. Producers reflect 
in their production plans their estimates of the willingness of buyers to spend 
for their products. Since the principal incentives to economic activity lie in 
the actions of spenders of whatever type, we see that in a very real sense the 
gross national product is the gross national expenditure. If decreased private 
spending were to be exactly offset by increased government spending, over- 
all demand and the level of gross national product would remain the same. 

NATIONAL INCOME. For purposes of analyzing the effects of fiscal action 
upon the economy, our consideration of concepts of national product and 
expenditure might satisfactorily stop with that of gross national product. More 
refined concepts will add little to our understanding of the effects of govern- 
ment expenditure and taxation upon the level of activity in the economy. 
However, since we have spoken of these measures as measures of national 
material welfare, there may be some virtue in introducing the concept of 
national income. 

A nation’s national income is derived by the deduction of two items from 
the figure of its gross national product. The jfirst deduction is for “capital 
consumption allowances,” which includes depreciation and accidental de- 
struction of capital equipment. In the process of production, capital goods 
of a more or less durable nature are gradually used up or accidentally de- 
stroyed. Thus a part of the stream of gross national product represents a 
using up of capital equipment, and if the economy is to maintain its plant 
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intact this part of the gross national product must be reserved for replace- 
ment of capital. Since this part of the stream of national output is required 
simply to maintain productive capacity, it is capital and not income, and in 
deriving a figure of national income it must be subtracted from the gross 
national product. 

The second deduction from gross national product in arriving at a figure 
of national income is that for indirect taxes.^ Many prices — and gross na- 
tional product is measured by prices — ^include taxes on the production or 
sale of the good or service. In such cases government is using business firms 
as agencies for collecting taxes from buyers of products. They effect a trans- 
fer of income from the purchasers of goods to government, and do not repre- 
sent a “value added” in the productive sense. Thus, the imposition of taxes 
of this sort would, by increasing prices, increase the measure of gross na- 
tional product though physical output itself is not increased.^ 

National income represents the net income of a nation’s economy for a 
given period. It represents an amount which the nation can consume or add 
to its productive plant without impairing the economy’s ability to produce 
an equivalent income in the following period. And this net income of the 
economy is made up of (1) private purchases for consumption, (2) private 
purchases for net additions to productive equipment, and (3) purchases by 
government. The size of national income is a reasonably good measure of 
the current material well-being of the society. 

If we are to compare the national income in one period with that in an- 
other, in order to compare material well-being in the two periods, we must 
be aware of two important facts. The first is that national income is usually 
measured in terms of contemporary prices. Thus national income may show 
increase simply because the price level has increased. In this case the quanti- 
ties of goods becoming available for private or public use will not have in- 
creased. The second fact is that a figure of national income, even when ad- 
justed for price change, tells us very little about the pattern of its distribu- 
tion among the members of the society. The well-being of the society can 
vary with changes in the pattern of income distribution within a given total, 
and an increased total of national income could, conceivably, represent a 
lower level of well-being because of maldistribution. 

1 Indirect taxes are taxes which are included in the prices of goods and services. 

2 It should be emphasized that the deduction of indirect tax additions to price from 
gross national product does not imply that government is “unproductive” — ^that govern- 
ment makes no contribution to national income. When the funds received in taxes are 
spent by government for salaries, these expenditures measure the value of government’s 
contribution to national income. 
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DISTRIBUTION OF NATIONAL INCOME. As goods are sold in the 
market, money income accrues immediately to firms.® The money income 
thus realized is distributed among the factors of production according to 
rates of remuneration existing in the market. A large part goes to labor and 
management in the form of wages and salaries. A second part goes as in- 
terest payments to capital lent to producing firms. A third portion is paid 
in the form of rents and royalties to the owners of land, machines, and patents 
or processes used by firms. The remainder is the profit to the owners of 
firms. Table 10 shows the national income by distributive shares for selected 
years. 

The national income in the hands of the various income recipients is avail- 
able for purchase of national product or output. In any income period the 
net national product, composed of private consumption goods, private pro- 
duction goods, and government goods, was purchased from the shares of net 
national income accruing to labor, capital, and ownership. 


TABLE to NATIONAL INCOME BY DISTRIBUTIVE SHARES, 
1929, 1935, 1945, 1950 '1 



1929 

1935 

1945 

1950 


$ bit- 

% of 

$ bil- 

% of 

Sbil- 

% of 

Sbil- 

% of 


lions 

total 

lions 

total 

lions 

total 

lions 

total 

Wages and Salaries 

50.8 

58.3 

37.1 

65.4 

123.0 

67.3 

153.3 

64.2 

Rental Income of Persons 

5.8 

6.6 

2.3 

4.0 

6.3 

3.5 

8.0 

3.3 

Net Interest 

6.5 

7.4 

4.5 

7.9 

3.0 

1.6 

5.4 

2.2 

Corporate Profits 

Income of Unincorporated 

10.3 

11.8 

3.0 

5.3 

19.2 

10.5 

36.2 

15.2 

Enterprises (Undistributed) 

13.9 

15.9 

9.9 

17.4 

31.2 

17.1 

36.0 

15.1 

Total National Income 

87.4 

100.0 

56.8 

100.0 

182.7 

100.0 

239.0 

100.0 


This does not, however, explain how government goods in the national 
product are purchased by government, since government is not a factor of 
production and does not participate directly in the receipt of a share of na- 
tional income.® There are many kinds of transfers of income which do not 
contribute to the magnitude of national product or income. The result of 

8 By the firm we mean the business unit. It may be a large or small corporation, a 
partnership, or an individual business enterprise, including individual professional per- 
sons. 

^From National Income, Supplement to the Survey of Current Business, 1951 edition, 
p. 150. 

8 This ignores, of course, government commercial enterprises such as the post office, 
Panama Canal, municipal electric utilities, and state liquor stores. In these cases gov- 
ernment as owner may receive a profit income exactly like the profit accruing to private 
business firms, and the factors it employs receive market rates of remuneration. 
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such transfers is simply that the original recipient of income is not the per- 
son who spends it. Taxes represent a major portion of such transfers. All 
taxes which are a part of a market price paid for anything are transfers from 
the purchaser of the goods of a part of his previously received income to 
government, collected through business firms. Other taxes, such as personal 
income taxes, take directly a portion of his income from the recipient after 
it is realized. But these transfers do not in themselves represent transactions 
in goods and thus do not enter into determination of the size of national in- 
come. Suppose that national income realized during a year were $100 billion. 
If government were to tax away 100 per cent of this income and then were 
immediately to give it back to the persons who paid it, would the national in- 
come thereby be increased to $300 billion, counted as $100 billion income 
to individuals, $100 billion to government, and $100 billion to individuals 
again? Common sense tells us that this conclusion would be absurd; that no 
matter how many times it is passed from hand to hand, it remams as national 
income for the year of $100 billion. The reason is that only when originally 
realized from the sale of national product is it national income. The trans- 
fers to government and back again involved no output or sale of goods. 

Other transfers of income may be of greater or lesser magnitude in any 
period under consideration. Loans of all sorts are transfers of income. If 
A lends to B for consumption or business purposes, A transfers realized in- 
come to B, who is in a position to spend it. If A buys newly issued stocks or 
bonds of C Corporation, A’s previously realized income is no longer avail- 
able for disposal by him, but C Corporation spends it. If A buys newly issued 
government securities, government in effect spends that part of his income 
for him. And if A buys old corporate or government securities from D, part 
of A’s income is transferred to D for disposal by him. 

Likewise, when income realized is transferred to others through gift, de- 
posit in a savings bank or other thrift institution, or purchase of insurance 
or annuities in private insurance companies or government insurance plans, 
the transfer merely gives to someone else the power to dispose of that income. 
The magnitude of national income in that period is not affected by any of 
these transfers. 

Receipts of and expenditures from income are of course going on con- 
stantly. In order to simplify the picture we shall utilize the concept of an 
artificially defined “income period.” An income period is that period of time 
during which an income is received but not spent. Thus, income is received 
in Period 1, but is spent and becomes income received by others hi Period 2. 
Period 2 incomes are spent and become incomes of still others in Period 3, 
and so on. The length of time required to complete an income period wiU vary 
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widely. That portion of incomes saved and not transferred to others for their 
use will progi-ess from receipt in Period 1 to expenditure in Period 2 rela- 
tively slowly. In general incomes received by persons in the low income 
classes who are forced to spend quickly will progress from Period 1 to Period 
2 rapidly. 


SPENDINSS FOR NET PRODUCT 



A chart showing the circuit flow of income from one period to the next 
appears above. In this chart certain assumptions are made which will be dis- 
cussed later in this chapter. The assumptions are: (1) All income received 
in Period 1 is spent in Period 2, and (2) no new money enters the circuit 
for expenditure in Period 2. The consequence is that national income in 
Period 2 is exactly equal to income in Period 1. This chart will prove useful 
in clarifying the following paragraphs. 







NATIONAL PRODUCT AND NATIONAL INCOME 


79 


National income realized from the sale of national product in Period 1 is 
available for expenditure for the national product of Period 2, creating the 
national income of Period 2. However, income realized by the factors of 
production in Period 1 is subject to a considerable amount of transfer before 
being spent in Period 2. Transfers of income from the factors of production 
to government through taxation and borrowing bulk large in modern times, 
and make possible the purchase of government goods from national product. 

An interesting set of problems arises in connection with war emergencies, 
when government military goods absorb a large share of the productive ca- 
pacities of the economy. The degree to which military production must take 
place at the expense of civilian production depends upon how fully the 
factors of production were employed on civilian production prior to the war. 
If there is excess productive capacity, military production can be added to 
civilian production until the factors are fully employed. After this point, 
expansion of military production can take place only by releasing factors 
from civilian production, with consequent reduction in the output of civilian 
goods. 

Let us assume that some unused productive capacity exists at the begin- 
ning of military production. As military production increases, national in- 
come increases, and in Period 1 national income is greater than it was in 
Period 0. The whole of this national income accrues (as before) to the fac- 
tors of production. In Period 2 the amount of national product earmarked 
for government is larger than in Period 1, while (we assume) the amount 
of national product available for civilian use has not increased. The conse- 
quence is strong upward pressure upon the prices of civUian goods, since in- 
come available for expenditure on them is running ahead of output at previ- 
ous prices. It is this difference which has frequently been termed the “in- 
flationary gap.” 

The easiest attitude to take toward this inflationary pressure is to allow 
the gap to close itself, to allow prices of civilian goods to rise until they 
absorb spendable income. This surrender to inflation, however, has two 
serious drawbacks. In the first place, industries producing civilian goods be- 
come so profitable that there is serious danger that scarce materials and labor 
will be diverted from necessary war production to relatively unessential 
civilian production. The second drawback lies in the fact that not all classes 
participate with any degree of equality in the rising national income. When 
the increase of money incomes is not accompanied by an increase in the out- 
put of civilian goods (as in the case here described) individuals whose money 
incomes remain fixed actually suffer reduced real incomes. 

As indicated by our previous discussion, the logical solution is to effect 
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a transfer of income from private recipients to government. Ideally the amount 
transferred should nearly equal the value of goods purchased by government, 
leaving available for civilian expenditure little more than enough income to 
purchase civilian output at pre-war prices.® The transfer can be accomplished 
either by taxation or by borrowing. It is, however, inconceivable that any 
tax measure could be so constructed as to fit perfectly the varying incomes 
of individuals so as to take inflationary income from them in the right 
amounts at the moment it is received. And it is even less likely that voluntary 
lending of inflationary income by individuals to government will accomplish 
this result. 

Modem experience with war finance in the United States has demonstrated 
that it is difficult in practice to obtain from the Congress a level of war tax- 
ation sufficiently high to provide the transfer of personal income to govern- 
ment necessary to prevent significant price increases. The World War I ex- 
perience was one of essentially uncontrolled inflation. In World War II, the 
tax record was improved but the level of taxation fell far short of that neces- 
sary to remove inflationary purchasing power from the civilian sector of the 
economy. Direct controls (price ceilings, rationing, and allocations) were 
effective enough to check civilian spendings, producing savings which were 
then largely absorbed by government borrowing. These fortunate circum- 
stances prevented significant inflation during the war, but helped greatly to 
produce a major postwar inflationary boom after the removal of controls. 
In the early years of the Korean War, inflation was held in check by two 
complementary circumstances; a level of military spending below that 
planned, resulting from inability to mobilize production effectively under 
conditions of less than all-out war; and a phenomenal increase in capacity to 
produce which, in spite of continuous full employment, made possible the 
production of some more guns and much more butter. Tax policy during the 
first two years of the Korean conflict was therefore reasonably adequate, if 
only because the military program was considerably more moderate than 
originally anticipated. 

DISPOSITION OF INCOME BY SOCIETY 

We have seen that the national product is made up of goods for private 
consumption, goods for private production, and goods for government. Goods 

8 Some price increase in war production lines is desirable, as an incentive to expand 
war production to the elastic limit of resources. This expansion of total product will re- 
quire the introduction of some new money. But similar incentives in the form of price 
increases will also be necessary in civilian production lines, to encourage maximum pro- 
duction with limited resources. Otherwise more than the minimum necessary quantities 
of productive factors will necessarily be devoted to civilian production, in order to main- 
tain civilian supply. 
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for government are also consumers’ goods or producers’ goods, and there 
are only these two real categories of goods. 

CONSUMPTION. Expenditures of income for consumption include all ex- 
penditures for goods in finished form which provide satisfactions to their 
users. Some, like food, fuel, gasoline, concerts, and many services, are used 
up immediately, and are classed as non-durable goods. Others — durable con- 
sumers’ goods — ^provide a flow of satisfactions over a period of time. Ex- 
amples are houses, automobiles, stoves, parks, and the like. It is the volume 
of consumption expenditures in any income period which determines the im- 
mediate material well-being of a society. 

The propensity to consume, which Mr. Keynes defines as “the functional 
relationship . . . between ... a given level of income . . . and ... the 
expenditure on consumption out of that level of income . . . ,” reflects for 
society as a whole or for the individual the tendency to use income for con- 
sumption. There are several factors determining propensity to consume. The 
first is a set of psychological factors which we may call “habits of consump- 
tion,” which tend to change only slowly over a period of time provided other 
eiements affecting propensity do not vary markedly. The second is the size 
of an individual’s income, which undoubtedly has much to do with the pro- 
portion of his income consumed. It is observable that as individual incomes 
increase there is a tendency to spend a smaller portion of the new increments 
of income for consumption.® Thus in general the larger the income the smaller 
the proportion of that income spent for consumption, although the propor- 
tion of total income which is consumed falls more slowly than does the pro- 
portion of new increments of income. 

A third factor in the propensity to consume is the rate of interest. The 
more attractive interest returns from savings are, the greater the tendency to 
save from income rather than to spend it on consumption.® If interest returns 
are low, the satisfactions to be gained from immediate expenditure of a dollar 
of income for consumption outweigh the valuation of future interest to be 
received if that dollar is not consumed but invested. 

1 J. M. Keynes, The General Theory of Employment, Interest, and Money, N. Y., 
Harcourt Brace, 1936, p. 90. The discussion in this paragraph runs largely in terms of 
Mr. Keynes’ treatment of the propensity to consume. 

8 In Keynes’ terms, the marginal propensity to consume — ^the propensity to spend for 
consumption out of additional increments of rising income — falls as income increases. 

9 A counter tendency must be recorded. When interest rates are low it is necessary for 
persons who expect to live on the future income from investments made now to save a 
larger amount from current income in order to build up a larger principal. The larger 
principal is necessary to provide a reasonable income at lower interest rates. On balance, 
however, this counter tendency is quantitatively smaller than the tendency mentioned 
above. 



82 


EXPENDITURE AND ECONOMIC ACTIVITY 


Finally, tax policy may affect individual propensities to consume. High 
death taxes may well discourage accumulations of wealth for transfer at 
death; the alternative being expenditure for consumption during the life of 
the income recipient. And high taxes on business profits may tend to dampen 
enthusiasm for additional business investment from savings, and thus may 
encourage consumption of current income. 

It is well to take notice that choices by business to consume or to save are 
not necessarily determined by all of the factors described above. The psycho- 
logical factors in the propensity to consume apply to individual persons, less 
to small and individually owned businesses, and almost not at all to large 
corporations. Business expenditures and savings are determined by size of 
business income, probable profit return in the future, tax policy, and peculi- 
arities in the position of mdividual firms. 

The propensity of society to consume at a given level of social income is 
derived from the propensities of individuals and businesses within that society. 
We may conclude that society’s propensity to consume is somewhat more 
stable than that of individuals, because of the averaging-out of opposite indi- 
vidual changes. However, for society as a whole, it is practically certain that 
propensity to consume falls as national income rises. 

SAVINGS, We define savings as all income of a given period not spent for 
consumption. An individual or a society saves simply by not spending for 
consumption. Saving may result from conscious choice not to consume in 
the present in order to be able to consume in the future. An individual may 
forego present consumption to be able to buy relatively expensive consump- 
tion goods such as houses, automobiles, or refrigerators in the future. Or he 
may forego present consumption to build up reserve funds which can later 
be used to buy consumption goods when his income may be inadequate. He 
may refrain from immediate consumption to purchase insurance, annuities, 
or investments which will increase income in the future. Business firms may 
save to expand their capacity to produce, to replace equipment in the future, 
or to provide reserves against various contingencies. 

On the other hand saving may not result from conscious choice of the 
saver to refrain from expenditure on consumption to build up reserves or to 
increase future income. A part of income may be taken by government in 
the form of taxes. Such tax payments are saving by the individual, in terms 
of our definition. The saver may not spend on consumption simply because 
he finds no consumption goods in the market for which he cares to spend. 
This may occur in the high-income groups, when all of their consumption 
wants may be satisfied before their whole incomes are spent. It may occur 
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in all groups when there is prospect of lower prices in the near future, and 
will frequently occur when consumption goods are scarce, such as in war 
time, and are rationed or unavailable. 

Since national income is equal to consumption plus saving, it follows that 
the propensity to save, the relationship between a given level of income and 
saving from that income, is 1 minus the propensity to consume.^ The factors 
discussed above as determining propensity to consume from a given income 
will also determine propensity to save, since failure to consume is to save, 
by definition. Particularly significant, however, is the higher propensity to 
save from larger incomes. This is shown in Table 1 1 below. In a given year 
persons in the lowest income brackets may actually show negative savings, 
which means expenditure for consumption in excess of current income. As 
per capita inconies increase over a period of time the reduction in propensity 
to consume (increase in propensity to save) requires constantly expanding 
outlets for investment, and thus constitutes a special national income prob- 
lem for “high-income” societies with advanced technology. This special prob- 
lem will be discussed in the following chapter. 

TABLE 11 PROPORTION OF TOTAL NET PERSONAL SAVING ACCOUNTED 

FOR BY EACH TENTH OF THE NATION’S SPENDING UNITS RANKED 
ACCORDING TO SIZE OF INCOME, U. S., 1948 n 


SPENDING UNITS RANKED 
ACCORDING TO INCOME 

Highest Tenth 
Second Tenth 
Third Tenth 
Fourth Tenth 
Fifth Tenth 
Sixth Tenth 
Seventh Tenth 
Eighth Tenth 
Ninth Tenth 
Lowest Tenth 

All Units 


% OF TOTAL NET SAVING 
OF ALL SPENDING UNITS 
80 
19 
15 
6 
6 
2 
-1 
-3 
-7 
-17 

100 


DISPOSITION OF SAVINGS. We have defined savings as income not spent 
for consumption. We define investment as the expenditure of savings for 

to Since all income is consumed or saved, the propensity to consume from that income 
plus the propensity to save from that income must equal 1. Given income of a period 
of 10 and propensity to consume of 9/10, propensity to save will be 1/10. 

It Taken from 1949 Survey of Consumer Finances, Federal Reserve Bulletin, January, 
1950, p. 23. The spending unit is defined as “all persons living in the same dwelling and 
belonging to the same family who pooled their incomes to meet their major expendi- 
tures.” Net saving for any group is the positive saving of members of the group less 
negative saving of others in that group. 
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new capital goods. The result of investment is thus a net increase in the 
capital equipment of the economy. This definition is by no means identical 
with the meaning which many individuals commonly attach to the term. For 
the individual, purchase of old corporate stocks or bonds from other indi- 
viduals constitutes an act of “investment.” When income is used in this 
manner it implies equivalent “disinvestment” by the seller of the security, 
and no change in the quantity of capital goods in use occurs. Our definition 
above, which is in line with general economic usage, refers to net social 
spendings for new capital goods during the period considered. It represents 
society’s spendings for capital goods items m the net national product. 

The process of investment may be seen in its simplest form when business 
enterprises spend their savings directly for net additions to their productive 
equipment. In this case business savings from Period 1 income are spent in 
Period 2 for production goods. But the largest share of savings is normally 
invested after transfer by the saver to the investor. Taxes transfer the savings 
of Period 1 income recipients to government, to be spent in Period 2 for 
government goods. Savings may be deposited in banks or used to purchase 
insurance or new corporate securities. In such cases the act of investment 
may be performed by the transferees (banks, insurance companies, or other 
corporations). It should be noted, however, that individual savings may be 
transferred to others by taxation, loan, or gift, and eventually be spent for 
consumption rather than invested. In such cases individual savings are not 
social savings at all, but are income consumed. 

That part of income consumed is, by definition, spent for consumption. 
The remainder — savings — may not be wholly invested; i.e., spent for invest- 
ment goods. When savings are not invested they may be hoarded, or they 
may be disposed in such a manner as to create a net decrease in the money 
supply. Hoarding is represented by the idle accumulation of liquid balances, 
either in the form of cash or of bank deposits. It results from the satisfaction 
of individual or group “liquidity preference”; i.e., the desire to hold assets 
in highly liquid form. Factors entering into liquidity preference are the nature 
of day-to-day cash needs, prospects regarding future contingencies requiring 
use of liquid funds, the attractiveness of current investment opportunities, 
and the prospects of return to be realized by investment at some future time 
rather than the present. 

Uninvested savings may decrease the money supply. If individuals, busi- 
nesses, or governments use savings to retire debt to banks, and these funds 
are not replaced by equivalent new loans, the total of bank deposits is de- 
creased. If for any reason savings of Period 1 are not invested, the result 
is a disappearance of funds from the incojne stream of Period 2. Stated some- 
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what differently, failure to invest savings means lower effective demand for 
producers’ goods, and a lower net national product in the following period. 

THE CIRCUIT FLOW OF SPENDINGS AND 
SIZE OF THE NATIONAL INCOME 

We have seen that income received in Period 1 may be spent in Period 2, 
creating income in Period 2. From our analysis of the disposition of income 
from one period to the next, we conclude that only that portion of Period 
1 income spent for Consumption and Investment creates income in Period 2. 
That portion of Period 1 income hoarded is removed from the circuit flow 
and therefore has a deflationary effect upon income in Period 2. Thus, in any 
period, other things remaining the same, the size of national income is equal 
to or less than the size of income in the previous period depending upon the 
extent to which savings were not spent {i.e., were hoarded or destroyed 
money). 

To complete the picture of variables influencing the size of national income 
from period to period we introduce “dishoarding” and “new money.” Dis- 
hoarding is the opposite of hoarding; it is the expenditure on consumption 
or investment of previously hoarded income.^^ Taken alone its effect upon 
national income is expansionary. New money may be introduced into the 
income picture by the making of loans by banks. The loan expansion potenti- 
alities of the banking system are only very roughly related to the volume of 
savings of the banks’ depositors. The new money enters the system as loans 
to businesses, governments, and individuals and is spent by them for con- 
sumption or investment goods (or hoarded). It follows, however, that as 
loans are paid off, the new money of a previous income period is retired, 
and in any income period new money may be a negative quantity. Taken by 
itself, as we progress from one income period to the next, net increase of 
new money has an inflationary effect upon national income, while the effect 
of a net decrease is deflationary. 

Consumption and Investment are the determinants of the size of national 
income in any period. Income of Period 2 will be greater than that of Period 
1 if Consumption and/or Investment is increased by net dishoarding or the 
use of net new money. Income of Period 2 will be less than that of Period 1 
if Consumption and/or Investment is decreased by net hoarding or net de- 
crease in use of new money. 

Let us set up these conclusions in terms of hypothetical numerical ex- 


12 President Truman’s recommendation in his budget message presented in January, 
1946, that the treasury cash balance be reduced by $8.7 billions during fiscal 1947 for 
current expenses and debt retirement is a good example of “dishoarding” by government. 
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amples, showing determination of the size of national income in three suc- 
cessive income. periods. Let us assume that national income of Period 0 is 
$10 billion, that $8 billion is spent in Period 1 for Consumption and $2 bil- 
lion saved. We assume further that the whole amount of savings is invested, 
that there is no dishoarding, and there is no change in the money supply. 
National income in Period 1 is thus $10 billion, as shown below. 


Period 0 
National Income 


Period I 


$10 b. c::;: >- Consumption 

-Investment (= Savings) 


$ 8 b. 
.2 b. 


$10 b. National Income $10 b. 

In this case Period 1 income is equal to Period 0 income, since the whole 
Period 0 income was spent in Period 1 and no additional consumption or 
investment occurred from dishoarding or new money. 

Let us assume that in Period 2, Consumption and Saving remain the same 
as in Period 1, but that only half of savings are invested. We assume net 
hoarding to be $1 billion and no net new money introduced. The effect is: 


Period 1 Period 2 

National Income $10b.::r 2f^ > Consumption $8b. 

Hoards I b. ' Investment 1 b. 

Spendable Income $ 9 b. National Income $ 9 b. 

National income in Period 2 has declined by $1 billion below that of Period 
1 because $1 billion of Period 1 income was not spent in Period 2. 

In Period 3, assume that Consumption remains constant, but that the 
business outlook is so promising as to attract $1 billion hoarded from Perigd 
1 income into new investment, that Savings of $1 billion from Period 2 in- 
come are all invested, and that $1 billion of new money is invested. Period 
3 national income is as indicated below. 


Period 2 


Period 5 


National Income, 

$ 9b,::::— 

Consumption 

$ 8b. 



’■“■"^.^^vestment: 



Period 2 savings 

lb. 


Dishoarding 

lb. 


New money 

lb. 

$ 9b. 

Period 3 national income 

$11 b. 
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In these examples we have assumed that Consumption has remained con- 
stant with changes in national income from period to period. Although there 
is some lag of Consumption behind changes in income — due primarily to 
consumption habits — total consumption for society as a whole will rise when 
income rises. Fuller employment at higher income levels encourages higher 
average consumption by more people. This is particularly true when prospects 
(rightly or wrongly estimated) for future employment and income are rising. 
On the other hand, consumption falls as income falls, though with some de- 
lay and against increasing resistance as the minimum of subsistence is 
approached by more persons. 



FIGURE 1 GROSS NATIONAL PRODUCT AND ITS COMPONENTS, 1929-1951 

Figure 1 shows the behavior of Gross National Product, Personal Con- 
sumption, Gross Private Investment, and Government Purchases from 1929 
through 1951. The gross national product series demonstrates a cyclical pat- 
tern dominated by severe depression during the early thirties, war boom dur- 
ing the early forties and fifties, and postwar expansion and inflation during 
the late forties.^® Attention is directed first to the behavior of consumption 

13 The statistics used in Figure 1 are not for “income periods” as defined on page 
77, but for years. They do not show income hoarded from period to period within 
the year. However, if income declines from year to year we realize that this reduction 
is due to hoarding of income realized in one or more of the “income periods” within 
a year. If income increases from one year to the next, the increment must be due to dis- 
hoarding or to the use of new money. 
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in relation to gross national product; the rate of change in consumption per- 
sistently lags behind that of gross product, though movements are in the 
same direction. The only exception occurred in 1949, when the momentum 
of increasing consumption continued in the face of a minor decline in gross 
product. 

Particularly notable is the behavior of private investment. Ignoring the 
war years of 1941-1945, when business investment in civilian lines of pro- 
duction was drastically curtailed and investment in military lines was largely 
performed by government, the rate of change in private investment is gen- 
erally more marked than that of gross national product. While total con- 
sumption will rise and fall when income rises and falls, short-run major 
changes in income can almost always be accounted for by like changes in 
, investment. Private investment is relatively unstable, quick to react to favor- 
able or unfavorable market expectations. Although the relation of investment 
to income is a case of the tail wagging the dog, it is this relation which is 
particularly pertinent in the determination of policy. 

Finally, the role of governmental expenditures in determination of the 
magnitude of gross product is evident in Figure 1. In general we may say 
that these expenditures have effects similar to those of private investment ex- 
penditures. This is particularly obvious in a period such as that of the first 
half of the decade of the forties, when government investment substantially 
took the place of private investment. For our present purposes, however, it 
is necessary to emphasize that although the components of gross national 
product are not independent of one another in their movements, the more 
strategic components are private investment and, possibly to a lesser degree, 
governmental expenditures. 

GOVERNMENT EXPENDITURES AND THE SIZE OF 
THE NATIONAL INCOME 

When national income is below the level of substantially full employment 
of productive resources, there is wastage of productive power in the sense 
that goods which could contribute to general material welfare are not pro- 
duced. By common acceptance, “full employment,” at least as it refers to 
labor, does not imply employment to the limit of labor’s physical endurance. 
It means employment to the maximum degree consistent with aU of the 
elements of non-material welfare — ^reasonable length of work day, adequate 
vacation, and conditions of labor which make possible the profitable personal 
use of leisure time. “Full employment” further recognizes that at any moment 
of time there will be a body of unemployables who cannot be used in produc- 
tion, and that frictions in the system will at any moment produce a group 
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of unemployed persons who are in this position while in the process of chang- 
ing jobs. 

In what ways may public expenditure act to increase employment of pro- 
ductive resources, and thus increase national income? In terms of our analy- 
sis to this point we can conclude that government may increase total social 
expenditures for consumption or for investment merely through its own ex- 
penditures. Government may purchase consumers’ goods directly for relief 
distribution or by distribution of relief funds to individuals who spend them 
for consumption. Or government may purchase (invest in) capital goods, 
such as public buildings, highways, or ships. Recognizing that the govern- 
mental contribution to national income is large, it follows that fiscal policy 
is an important determinant of the level of national income. At given levels 
of taxation and expenditure government markedly affects income whether 
or not its policies are consciously directed toward influencing the level of 
income. This being the case, national income objectives will be among the 
most important elements of wise fiscal policy. 

Government procures the funds which it spends (directly or indirectly) 
for consumption and investment from one or more of the following sources: 

1. Current income 

2. Hoards 

3. New money. 

If government takes funds from current income hy taxation, whether or not 
this transfer and expenditure by government creates a net increase in ex- 
penditures depends upon what the original recipients of the income would 
have done with that income. If they would have hoarded it, there is reason- 
able probability that the transfer will increase national income in the next 
period. If, however, private income which otherwise would have been spent 
for consumption or investment is transferred to government through taxa- 
tion, expenditure of these funds will have little or no net effect on national 
income. On the other hand, if private income which would have been pri- 
vately spent is taken by government in taxes and hoarded in idle treasury 
balances, a tendency toward contraction of national income will occur. We 
must not be overly categorical in our statements concerning these results 
because of the variety of effects which governmental policies may have upon 
the anticipations of producers and consumers. If government funds are pro- 
cured through borrowing, there is greater likelihood that the funds thus 
procured will come from potential or actual hoards. Here also the question 
of confidence in government economic policy enters. 

The same considerations apply when government funds are taken by taxa- 
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tion or borrowing from existing hoards. But financing public expenditure 
by new money will have the least likelihood of encroaching upon funds for 
private expenditure, unless the banking system has already stretched its loans 
to the limit of its reserves. For excess bank reserves are probably the least 
purposely-created hoards, and their use is thus least likely either to reduce 
the supply of funds available to others or to generate further hoarding for 
the purpose of maintaining liquidity. A more complete analysis of these factors 
is reserved for Chapter 5. It must be recognized, however, that government 
is in a position, both by the size of its potential transactions in national 
income and by the coercive nature of its acts, to influence in an important 
way the circuit flow of incomes and thus the size of national income from 
period to period. 

It should be clear from our analysis that in an economy subject to wide 
cyclical variation in the size of national income, a policy of strict budget- 
balancing by government accentuates these variations. A balanced budget 
implies that current receipts from taxes are equal to current expenditures. 
When national income is low, the imposition of sufficient taxes to balance 
the budget places heavy burdens upon individuals and businesses, encourag- 
ing further decline in consumption and investment, and thus in national in- 
come. The removal of hoarded funds by taxation when incomes are low and 
profit expectations are low will (1) remove precisely those excess funds which 
are holding interest rates down, thus making borrowing for consumption and 
investment more difficult, and (2) remove a portion of those funds inten- 
tionally hoarded for purposes of liquidity, thus urging further hoarding to 
replace those hoards taxed away. If the budget is balanced by cutting ex- 
penditures rather than increasing taxes, the effect is clearly a reduction in 
expenditures for goods by government, thus forcing national income to a 
lower level. When national income is high and production is approaching 
its physical limits in terms of the supplies of the factors of production, the 
budget may be put in balance (or remain in balance) only by reducing taxes 
or increasing expenditures. The former releases additional funds to individ- 
uals and businesses which, when spent, can result only in the creation of 
production bottlenecks and price inflation. The latter would increase spend- 
ing for goods which government buys and thus produce the same results. We 
thus conclude that intelligent fiscal policy requires an excess of expenditures 
over receipts when national income is low or falling, and an excess of receipts 
over expenditures when full employment is approached. 

LEVERAGE EFFECTS OF EXPENDITURES 

The concept of the circuit flow of incomes over a series of successive in- 
come periods has prepared us to consider the total effect through time of 
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an initial expenditure in one income period. The effects of that expenditure 
will be expected to continue in some degree through successive income 
periods, resulting over time in a total effect upon national income somewhat 
greater than the initial injection. Current economic usage employs the term 
“multiplier” to refer to the succession of subsequent expenditures for con- 
sumption created by an initial expenditure. The “acceleration principle” de- 
scribes the succession of subsequent investment expenditures following from 
an initial expenditure. The two concepts obviously have a great deal in 
common, and can be combined for our purposes to describe the successive 
waves of expenditure for consumption and investment proceeding from the 
original stimulus of an initial expenditure.^^ 

Suppose we assume that the marginal propensity of the economy to spend 
(for consumption and investment) is and remains at 1. This means that an 
additional dollar of income will be wholly re-spent, creating an additional 
dollar of income in each successive period. The total contribution which this 
original dollar of expenditure makes to national income will be determined 
by the length of time considered and the number of “income periods” dur- 
ing this time. There is no diminution of its effect from period to period. 
Thus, assuming no “leakages” from the income stream, if one billion dol- 
lars of additional expenditure were made in Period 1 by the introduction 
of new money, and if there were four income periods in a year, the total 
effect of the original and successive expenditures upon national income for 
the year would be an increase of four billion dollars. 

But let us assume that there are leakages — that the marginal propensity 
to spend is not 1 but 9/10. This means that of an additional dollar originally 
spent, 10% “leaks out” into hoards or net reduction of the money supply 
with each succeeding expenditure-income period. The total effect of the ex- 
penditure of an original dollar and the expenditures (incomes) resulting from 
it in successive periods would be as follows: 


Period 1 income from the original expenditure of $1.00 $1.00 

Period 2 income created by Period 1 expenditure .90 

Period 3 income created by Period 2 expenditure .81 

Period 4 income created by Period 3 expenditure .729 

Period 5 income created by Period 4 expenditure .6561 

Etc., until exhaustion of effects 

Total additional income created $10.00 


We find that, under the assumptions made, the original expenditure plus the 
successive expenditures flowing from it in successive periods gives total ad- 

l^This total effect upon both consumption and investment is called “leverage” by 
Professor Hansen. (Fiscal Policy and Business Cycles, New York, Norton, 1941, pp. 
264-5.) 
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ditional expenditures over time of ten times the original expenditure.^^ Had 
we assumed the marginal propensity to spend to be V 2 , the total effect would 
have been twice the original expenditure.^® 

The over-all effect of a given additional expenditure upon the level of 
national income will thus depend hnportantly upon the willingness of the 
public to re-spend income. The total income-inducing effects of an orig inal 
increment to expenditure will be large or small, depending upon the antici- 
pations of producers and consumers. These anticipations will be strongly 
influenced by the course of the business cycle. They may be further condi- 
tioned by the source or method of new spending. It is conceivable, for ex- 
ample, that the anticipations of producers and/or consumers might be ad- 
versely influenced by the very fact that the new expenditure program is 
undertaken by government. We shall have more to say about this aspect of 
the matter in the next chapter. But given the propensity to spend, the leverage 
effects of new expenditure by government are exactly like those of new ex- 
penditure by private spenders. 

Let us relate our analysis more closely to the matter of a positive govern- 
mental expenditure program to promote full employment in a period of 
underemployment. Let us assume that a level of income equal to $12 billion 
per income period will provide full employment. We also assume (somewhat 
inaccurately) that we may depend upon a constant level of private expendi- 
ture from period to period of $10 billion. And finally we assume that the 
marginal propensity to spend income (for consumption and investment) is 
constantly ®%oo throughout die series of periods.^’^ Under these assump- 
tions the necessary successive injections by government into the income stream 
to maintain a per-period level of $12 billion would be as shown in Table 12. 

15 The general formula for the sum of an infinite series is: S = where A is 

the first term in the series ($1.00 in our example) and r the ratio of any term to its 
immediate predecessor (9/10 in our example). 

10 Those readers familiar with “multiplier analysis” will recognize that we have in 
our discussion utilized that type of analysis to apply to total spending for consumption 
and investment, rather than to consumption expenditure alone. While the Keynesian 

analysis makes the “multiplier” equal to r’ r; ; — : ’ 

1 minus the marginal propensity to consume 
we have made our “leverage coelficlent” (Hansen’s terminology) or successive spending 

multiple equal to-; ; ji- — , — ^ r~- Those who wish to pur- 

1 minus the margmal propensity to spend 

sue the refinements of this matter are referred to P. A. Samuelson, “Interactions Be- 
tween the Multiplier Analysis and the Principle of Acceleration,” Review of Economic 
Statistics, May, 1939, p. 75ffl.,'and reprinted in Readings in Business Cycle Theory, 
Philadelphia, Blakiston, 1944, p. 261 11. 

There are elements of unreality in this assumption. An increase in total national 
income will likely lower the marginal propensity to consume, while it will likely increase 
significantly the Inducement to invest. It appears impossible to generalize concerning the 
over-all effect upon the propensity to spend. 
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TABLE 12 INJECTIONS REQUIRED TO MAINTAIN A GIVEN INCOME 


■INCOME PEKIOD ($ billion}- 



1 

2 

3 

4 

5 


Income Created by Private Spending 
Period 1 Government Spending Re- 

10.0 

10.0 

10.0 

10.0 

10.0 

etc. 

quired (and its successive income 
effects) 

2.0 

1.9 

1.805 

1.714 

1.629 

etc. 

Period 2 Government Spending Re- 







quired (and its successive income 
effects) 


.1 

.095 

.089 

.084 

etc. 

Period 3 Government Spending Re- 







quired (and its successive income 
effects) 



.1 

.095 

.689 

etc. 

Period 4 Government Spending Re- 







quired (and its successive income 
effects) 




.101 

.096 

etc. 

Period 5 Government Spending Re- 







quired 





.101 

etc. 

Total Income Per Period 

12.0 

12.0 

12.0 

12.0 

12.0 

etc. 


We reiterate that the magnitude of the required injections depends upon 
the propensity to re-spend. This propensity is not likely to remain constant 
through a series of income periods. The more variable ingredient of the pro- 
pensity to spend will be, in most instances, the propensity to invest. If the 
expenditure program is inaugurated in a period of falling producer anticipa- 
tions (falling marginal propensity to invest), the fall may be arrested and 
reversed by the spending program itself. In such instances the necessary suc- 
cessive injections would be smaller than those indicated in our example, and 
could easily fall to zero, as private and “ordinary” government spendings 
provide a full employment level of income. 

Attempts to increase national income by expenditure of new or dishoarded 
money, or to head off potential decreases in national income by taxing 
hoards and converting them into expenditure, will be more or less successful 
depending upon the propensity of the economy to continue spending. If 
marginal propensity to spend is 0 (marginal propensity to hoard = 1), an 
increment of new expenditure wiU have no effect after Period 1. Under such 
circumstances, government could compensate for deficiencies in income and 
employment only by injecting new or dishoarded money into the stream equal 
to the deficiency in each income period. On the other hand, as marginal 
propensity to spend approaches 1 (marginal propensity to hoard approaches 
0), the leverage effect of an increment of new or dishoarded money is high, 
and an original injection makes, over a period of time, a more marked con- 
tribution to the income level. 
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The success of a spending policy in promoting a full employment level of 
national income is thus seen to depend upon that bundle of economic condi- 
tions which determine whether or not the economy is in a mood to consume 
and invest or to hoard. Indeed, public policy itself may condition economic 
confidence, and thus play an important part in determining the economic 
mood. We shall analyze this array of fiscal-economic problems in the follow- 
ing chapter. 

The student who has mastered the contents of this chapter is in a position 
to see the elements of truth in the economic “heresies” and paradoxes re- 
freshingly overstated by Professor J. M. Clark; 

The older economics had a kinship with Newtonian physics, while some of the 
features of the newer thought have at times been spoken of in terms of relativity, 
an expanding universe, or Alice in the looking glass. One must keep running to 
stay in the same place. Because the pendulum has been pushed out of plumb, it 
tends (at least for a while) to go farther instead of returning. Ten plus one equals 
thirteen, and ten minus one equals seven. The way to increase the effective de- 
mand for labor is to raise its price, making it cost the employer more to hire 
workers. We cannot employ all our young would-be workers partly because there 
are not enough of them — the population is not growing fast enough. Saving is a 
public vice, living beyond one’s means as a nation is the road to riches, and the 
crowning glory of economic science is the devising of a contraption for lifting 
ourselves by our bootstraps. 

RECOMMENDED READINGS 
National Income Concepts and Measures; 

National Income, Supplement to the Survey of Current Business, 1951 Edition, 
Washington, Government Printing Office, 1951. 

Detailed presentation of the conceptual framework of the statistics and 
methods of estirnation of the statistics. Contains tables of product and income 
and their ingredients, in most instances running back to 1929. Since the Com- 
merce concepts and statistics of income form the basis for substantially all 
income analysis, this publication is a standard reference source. 

Ruggles, Richard, An Introduction to National Income and Income Analysis, 
N. Y., McGraw-Hill, 1949. 

A very informative, yet essentially simple, elaboration of the technical aspects 
of national income accounting and analysis. The first seven chapters develop 
in detail the income measures, while the remaining five chapters relate these 
measures to analysis of the factors determining the level of income. 

The Theory of Income Determination: 

Chandler, Lester V., The Economics of Money and Banking, N. Y., Harper, 
1953, Chapters 26 and 27. 

Extremely lucid statement of the savings-investment theory of income. 

Hansen, Alvin H., Economic Policy and Full Employment, N. Y., McGraw- 
HiU, 1947, Chapter 3. 

An excellent chapter on national product, national income, and the ingredients 
of aggregate demand. 

18 “Investment in Relation to Business Activity,” in Economics and Industrial Rela- 
tions, Philadelphia, University of Pennsylvania Press, 1941, pp. 37-8. 
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Hansen, Alvin H., Fiscal Policy and Business Cycles, Norton, 1941. 

This is certainly the classic study relating policy to theory in the fiscal field. 
Chapter 2 is especially good as a general approach to the study of factors cre- 
ating instability. Other chapters should be selected in view of the reading 
objectives. 



CHAPTCR 5 GOVERNMENT SPENDING 

TO PROMOTE EMPLOYMENT 


It is presumed to be uimecessary to argue at length that underemployment 
of the factors of production involves serious sacrifice of potential economic 
welfare/ and that underemployment of labor in particular involves serious 
hardship to a large segment of the population. This is a heavy price for society 
to pay, and government of such a society is constrained by considerations of 
respectability and responsibility to exert whatever influence and power it 
possesses to mitigate or prevent underemployment and its consequences. 

We have seen in the previous chapter how maintenance of a high national 
income requires that income be spent to produce new income. In this chap- 
ter we analyze the possible form and effects of a program of government 
spending to compensate for deficiencies of private expenditure and to generate 
increases in private spending. 

CAUSES OF UNDEREMPLOYMENT 

Any governmental program calculated to mitigate or correct normal tend- 
encies toward underemployment must begin by careful analysis of the 
conditions which produce underemployment. Otherwise the policy lacks di- 
rection even though ultimate objectives may be perfectly clear. We may 
distinguish two general categories of causes of underemployment: those as- 
sociated with the shorter-term fluctuations of business activity, and therefore 
employment, which we call the “business cycle,” and those associated with 
a “mature” economy, in which the frontiers of economic expansion have 
pushed far toward their elastic limit. 

THE BUSINESS CYCLE. Business cycles are recurrent fluctuations of 
business activity observable in statistics of output, income, and employment. 
The cycle moves from prosperity to depression and back again, not in a uni- 

1 Senator O’Mahoney, in testimony before a subcommittee of the Senate Committee 
on Banking and Currency (17. S. Senate, S. 380, 79th Congress, 1st Session, My 30, 
1945), quoted figures from the Bureau of the Census showing that the deficiency in 
national income below the full employment level between 1929 and 1940 represented a 
loss of production amounting to $355 billion. 
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form span of time, nor with a uniform degree of intensity. The detailed 
causes of the business cycle are undoubtedly many and varied, and there are 
many “theories” which attempt to explain it. These theories differ both as 
to kinds of causes and as to emphasis upon particular hifluences. 

For analytical purposes the important thing is to study the movement from 
one phase to the next. This directs the analysis to consideration of the turn- 
ing points — the change from prosperity to depression and from depression 
to prosperity. We know from all measures of business activity that neither 
prosperity nor depression has ever been permanent. The fundamental ques- 
tion of business cycle analysis is, Why? 

We shall not attempt to study carefully the areas of agreement and dis- 
agreement among particular cycle theories. For our purposes it is adequate to 
study causes and effects at a level somewhat below the surface and some- 
what above the detailed depths of particular analyses. We begin with the 
recognition that general increase or decrease of production and employment 
is the result of conscious choice — ^it does not just happen. In an economy 
where direction of the productive process is in the hands of enterprisers who 
are producing for more or less remote markets, the choice to increase or de- 
crease will be determined by enterprisers’ expectations as to the prospects for 
adequate return. These prospects are largely dependent upon estimates as to 
the nature of future demand for products. Rising demand, under typical 
conditions of “sticky” costs, promises both larger profit margins and larger 
volume of sales, while falling demand produces tlie opposite consequences. 

If profit expectations are rising, the urge to expand output to take ad- 
vantage of improving markets results in increased employment of all types of 
productive agents — labor, capital, and natural resources. If profit expecta- 
tions are falling, there is an urge to contract the quantities of productive 
agents employed. If, as is unlikely over more than a very short period, profit 
expectations are constant, the tendency is simply to replace goods used up — 
inventories or equipment. 

The desire to expand, contract, or simply to replace has different and im- 
portant consequences at different productive levels. The producers’ goods 
industries produce for markets in which their sales are ( 1 ) for replacement 
of capital goods constantly wearing out, and (2) for net increase in pro- 
ductive capacity. The demand for their products is a “derived” demand, and 
whether it is great or small depends upon the anticipations of other pro- 
ducers, most of whom are producing for consumer markets. Decisions to 
expand output result in demand for more producers’ goods; decisions to 
contract mean disappearance of demand for producers’ goods for plant ex- 
pansion and a decline in demand for replacement goods. Decisions to main- 
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tain production at a given level mean demand for producers’ goods only for 
replacement. Thus a decision by a producer close to the consumer market 
to expand or contract, even by a small amount, has accentuated effects upon 
the demand for producers’ goods. If industry has been expanding, the de- 
cision to cease expansion is a contraction in demand for capital goods. This 
fact of magnification of derived demand is referred to by economists as the 
“principle of acceleration.” It accounts for the business cycle phenomenon 
of much more violent fluctuation of business activity in the producers’ goods 
industries than in the consumers’ goods industries. 

The business cycle contains self-generating forces which tend to terminate 
the phase of prosperity or of depression. In a period of prosperity anticipa- 
tions 2 are rising. Markets are expanding, and production expands by the em- 
ployment of factors of production left idle during depression. The prices of 
goods tend to rise more rapidly than do costs of production, and profit mar- 
gins are rising. Rising profit margins and expanding markets further improve 
the anticipations of producers. Increased employment and wages, the ac- 
cumulated demand for goods which consumers could not afford during de- 
pression, and the prospect of rising prices combine to increase demand for 
consumption goods. 

Why does this not go on indefinitely? There are several possible reasons, 
operating in varying combinations and degrees in different cycles. As the 
economy expands, costs of production must at some point increase at a rate 
which at least stabilizes profit margins, and may narrow them. When the 
factors of production approach full employment the prices of those factors 
rise comparatively rapidly. This may dampen anticipations so as to lead 
enterprisers to stop expansion of productive capacity, which is the equivalent 
of a reduction of demand for producers’ goods. Or the crisis may come when 
the banking system has extended itself to the limit in financing expansion 
of production or consumption. When further expansion is difficult or im- 
possible, contraction in demand for producers’ goods occurs. 

Anticipations may cease to rise or may fall because of production bottle- 
necks in the expansion process, by government action of a restrictive sort, 
by fear induced by financial failures or defaults, or by occurrences in the 
international markets. These may be termed external influences, as dis- 
tinguished from the self-generating internal influences mentioned in the pre- 
vious paragraph. 

2 “Anticipations” is here used in the sense in which it is used by James W. Angell 
in his Investment and Business Cycles, New York, McGraw-Hiil, 1941 (p. 15). It is a 
collective concept, indicating the combined influences upon the degree of optimism 
concerning the economic future, current need for liquid funds, tradition, and education 
and skill. It refers to the anticipations of both producers and consumers. 
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Whatever the cause or combination of causes, expansion slows down, with 
mtractive effects on some segments of the economy. Falling anticipations 
i these segments produce unemployment, retirement of debt, hoarding, and 
general battening-down against the weather which has cumulative and epi- 
;mic effects upon the economy. This is recession and depression. 

Deflation feeds upon itself, with declining national income from period to 
jriod. Prices are falling and costs of production fall less rapidly at first, 
lusing more rapid narrowing of profit margins or widening of loss margins, 
t some point in the decline adjustments will have occurred which arrest 
lling anticipations. Unemployment and competition for jobs may so reduce 
bor costs as to arrest the trend toward further unemployment. Idle funds 
rd excess bank reserves may markedly lower the cost of loans and the stand- 
■ds required of borrowers. Inventories may have reached a low point where 
icir replacement requires replacement of productive equipment. Deprecia- 
on and obsolescence may have so reduced productive capital equipment as 
I create a need for replacement on a significant scale, creating respectable 
5w demand for the products of capital goods industries. Government relief 
id public works policies may check the decline in consumption or actually 
crease it. Or other aspects of monetary policy or recovery programs may 
•oduce the desired results. Whether the causes are internal or external, there 
ill somewhere be a lower turning point, at which point anticipations begin 
I rise. 

No attempt has been made to adjudicate disagreements among the pro- 
ments of particular business cycle theories, or to resolve differences of 
nphasis or point of view. But it is believed that the important influences, 
e internal and self-generating and the external and irregular, have been 
•iefly brought into view. Before discussing counter-cycle expenditure policy 
e shall briefly describe underemployment in a “mature” economy. 

HE "MATURE” ECONOMY. The “mature” economy has been dealt with 
. economic literature at arm’s length, since it is unpopular almost to the 
3int of treason to go on record as accepting this view of the economy. In the 
nited States, optimism has been such an important ingredient of the busi- 
jss state of m ind that to sound a note of pessimism is generally interpreted 
> cynicism or “sellmg America short.” This curious reaction is in interest- 
ig contrast to our willingness unhesitatingly to brand the economies of 
:her countries as decadent. Yet prolonged depression, and prosperity phases 
hich produce less than full employment, have raised doubts which require 
)me consideration of fiscal policy if unemployment turns out to be a perma- 
ent feature of the economy. The concept of the mature economy runs in 
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terms of limited opportunities for new investment. In an old country, with- 
out new land to be settled or brought into production, without new natural 
resources to be exploited, and with a relatively stable population, one type 
of opportunity for expansion of new investment disappears. The frontiers 
on which the economy may advance become intensive and not extensive. 
During the nineteenth century the exploitation of new lands and resources, 
and production for a rapidly increasing population, resulted in an expansion 
of markets which produced a consistent shortage of capital for production. 
Under such circumstances there was no long-run danger of an excess of sav- 
ing over opportunities for investment. Rather the exploitation of markets and 
resources required investment beyond the capacity of the American economy 
to save, and expansion was financed to a considerable degree by borrowing 
from abroad. 

In an economy lacking possibilities for extensive expansion opportunities 
for new investment must be found in the advance in technology, the substi- 
tution of new processes for old, the development of new products, and in 
general the raising of the standard of living. So long as there are large areas 
of human wants unsatisfied by economic goods, and so long as production 
by more efficient methods is possible, the intensive frontier exists. 

It is, however, not a satisfactory answer to call attention simply to un- 
satisfied wants and inefficient production methods. Unless enterprisers are 
willing to undertake production of new goods or of more old goods, and to 
adopt new methods of production, the opportunities for new investment do 
not in fact exist. And the situation is complicated by the fact that an old 
economy may well be a high-income economy, in which propensity to save 
is high. Under such conditions opportunities for new investment must be ex- 
tensive and rising, unless increased savings are to be hoarded and thus deflate 
the income stream below the level necessary for full production. 

Monopolistic practices, such as restriction of entrance of new fir m s into 
the market by control of patented processes or by other means, high price 
policies, and purchase and sterilization by hoarding of revolutionary tech- 
niques of production are destructive of expansion opportunities on the in- 
tensive margin. In the same category are monopolistic practices of labor in 
stretching work, requiring the employment of stand-by laborers, and resist- 
ance to introduction of new products and processes. These practices are de- 
structive of the only frontier remaining after disappearance of the extensive 
frontier, and thus promote the characteristics of “maturity” stagnation. 

A mature economy would be subject to cyclical fluctuations. However, at 
the peak of the prosperity phase, equilibrium might be attained at less than 
full employment because of the high propensity to hoard, and periods of 
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prosperity would be comparatively short and infrequent. Net return on in- 
vested savings, after deducting for risks and the cost of investment, is inade- 
quate to offset the liquidity preference of savers. In such an economy de- 
pression is likely to carry the curve of business activity to lower levels and to 
keep it there for longer periods of time. 

During the latter half of the decade of the nineteen-thirties, when many 
of the characteristics of prosperity were present but high unemployment 
persisted, widespread concern was registered over the apparent stagnation 
of the American economy. Birth rates had shown marked decline, the land 
frontier was closed, and tendencies away from real competition were recog- 
nized in many segments of the economy. During and following World War 
11, the resurgence of the birth rate and the breath-taking rate of change in 
technology provided inflationary levels of income and persistently full em- 
ployment, which turned attention from problems of economic maturity and 
made their discussion largely academic. 

Present or not, however, maturity stagnation presents itself as a potential 
malady capable of seriously affecting high-income economies. From the point 
of view of government expenditure policy, underemployment diagnosed as 
resulting from economic maturity would be expected to react to investment 
injections by government in a manner essentially similar to the reaction ex- 
pected from the same treatment in a period of cyclical depression. In the 
former case the treatment would be prolonged and result in more or less 
constant increases in public debt, unrelieved by significant periods of treasury 
surplus and debt retirement. 

COMPENSATORY SPENDING IN THE CYCLE 

By compensatory spending we mean spending by government to com- 
pensate for inadequacies in private spending. On a modest scale, compensa- 
tory spendmg when national income is falling may be undertaken to offset 
further decline in the hope that temporary stabilization even at a low level 
will be followed by normal recovery through the private sector of the econ- 
omy. Compensatory expenditure on a more ambitious scale is of the “pump- 
priming” variety, designed not only to stand off further decline but to provide 
the initial impetus to recovery which can then be taken up by the private 
sector. Compensatory spending thus implies substitution of public for the 
inadequacy of private spending in order to promote a desired level of in- 
come. When such a policy is pursued during recession and depression it in- 
volves heavy government expenditure; during recovery a tapering off of 
compensatory expenditures is indicated, and in prosperity or boom when 
the rate of private spending is rapidly rising or dangerously .high, govern- 



102 


GOyERNMENT SPENDING TO PROMOTE EMPLOYMENT 


ment net expenditure should become negative, i.e., an excess of taxation 
over expenditure. Compensatory taxation will be discussed in later chapters; 
in the following sections we discuss compensatory spending in greater detail 
under two sets of assumed circumstances; (1) anticipations falling and (2) 
anticipations rising. 

CASE I: ANTICIPATIONS FALLING. It will be recalled that “anticipa- 
tions” includes both the anticipations of producers and of consumers. It thus 
is a composite of forces tending toward expansion (rising anticipations) or 
contraction (falling anticipations) of private expenditures for consumption 
and investment. 

In the recession and depression phases of the cycle the propensity to hoard 
is rising. Producers are cutting costs to feasible limits in terms of current de- 
mand; they are using income to retire debt, maintaining minimum inventories, 
and not replacing depreciating equipment. They are placing themselves in a 
relatively liquid position. Consumers are reducing consumption toward mini- 
mal limits, paying oil debts when possible, and saving in highly liquid form 
(hoards) to prepare for continuation of the cyclical downswing, in terms of 
reduced current income and of unemployment. It will be noted that the pro- 
pensity to hoard among producers and consumers results both in the retire- 
ment of loans (new money) and the building up of liquid bank balances 
(hoards). The hoarding largely occurs through inability of the banks to find 
loan outlets for these funds. 

Under such circumstances, the objective of compensatory spending is to 
pump into the expenditure stream in any income period enough government 
funds to offset the income which is privately removed from the circuit flow 
in that period. It follows that government expenditures must thus occur in 
increasing volume from period to period as long as the propensity to hoard 
is rising. This is the meaning of Professor Clark’s statement quoted at the 
end of the last chapter: “One must keep running to stay in the same place.” 

For under falling anticipations, private expenditure and government com- 
pensatory expenditures are subject to increasing propensity to hoard. The 
leverage effects of both private and public expenditures are low and falling. 
It should be evident that compensatory expenditures should be injected into 
the income stream m such a way as to minimize leakages into hoards and 
thus maximize the multiplier effects. Several characteristics of such com- 
pensatory spending are thus indicated. 

1. Compensatory expenditures while anticipations are falling must be 
deficit expenditures; that is, current expenditures must be in excess of cur- 
rent revenues. This will naturally be the case, since under declining income 
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government revenues will fall under given tax rates, while the new expendi- 
tures represent a net addition to total government expenditures. However, it 
is important that revenues fall, as attempts to increase tax revenues are very 
likely to introduce a new and negative pressure upon private spending through 
their effect upon anticipations. To some it has appeared attractive to pro- 
cure the funds for compensatory expenditure by taxation of hoards. In this 
way hoards would be transferred through government to persons with high 
propensity to consume, thus accomplishing a higher degree of re-spending 
of income than would otherwise occur. But hoards serve two useful purposes 
when anticipations are low. They frequently represent a planned response to 
the desire for liquid savings, and if taxed away would be at least partially 
replaced by new hoards. Furthermore, they help to hold interest rates down, 
creating an atmosphere in the capital markets in which some borrowing can 
take place even when profit anticipations are low. Thus a program of com- 
pensatory expenditure accompanied by attempts to keep the budget cur- 
rently in balance is almost certain to be accompanied by a further net de- 
crease in private expenditure, vitiating the effects of the public spending. 
The program must thus be financed by borrowing. 

2. Borrowing to finance a compensatory expenditure program would in 
most cases have less negative effect upon private propensity to spend if funds 
were procured out of “new money” created by the banks rather than from 
individual savings. The “new money” loans extended by the banks to gov- 
ernment should be created out of new member bank reserves made available 
by the central bank. This would obviate any tightening of bank credit (in- 
crease in bank loan interest or higher requirements for borrowers) to po- 
tential private borrowers for consumption or investment. It may be objected 
that if government were to borrow from private savers only on a voluntary 
basis such borrowing would not compete with private expenditure. However, 
when anticipations are low and falling, interest rates must be low if private 
borrowing is to occur. Under high liquidity preferences, borrowing by gov- 
ernment from private savers would likely skim off precisely those funds 
which would be available to private borrowers at lowest interest, or at least 
reduce the excess of potential loanable funds which maintain constant down- 
ward pressure on interest rates. 

3. In the interest of accomplishing maximum income results from a given 
expenditure, compensatory funds should be so spent as to be subject to the 
least possible channeling into hoards. This principle would certainly justify 
first expenditure upon projects (relief or other) which put government-spent 
funds into the hands of those who because of unemployment or low income 
would re-spend their new income on consumption first, which increase is 
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transmitted to investment for replacement or expansion of productive ca- 
pacity. On the other hand, key improvements such as highway construction, 
irrigation and water power projects may so reduce costs as to create directly 
expanded business investment for more economical production. Present 
knowledge of the relative leverage effects of expenditure on alternative ob- 
jects is highly inadequate for planning purposes; the principle, however, is 
clear: the original injection should take place under conditions conductive 
to the greatest amount of re-spending of these funds. Some further considera- 
tion of this problem will be found in the following chapter, although the 
reader is warned not to expect simple and categorical answers. 

4. The program of compensatory spending must itself contribute as little 
as possible to the fall in anticipations. The psychological or “confidence” 
aspect is material to the success or failure of the program. Confidence is an 
elusive factor, and it is extremely difficult to forecast the effect of policy 
upon it. It may be shaken by the impact of growing government deficit upon 
orthodox financial mores. Genuine doubt concerning the ability of govern- 
ment to meet in the future its growing obligations, with the consequent effects 
upon individual and institutional bondholders, may generate a lack of con- 
fidence. Uneasiness in view of the future high levels of taxation to meet gov- 
ernment debt obligations may contribute to a lowering of anticipations. Fear 
of punitive acts against the business community whose weakness or failure 
has caused depression, and fear that government projects will invade the 
field of private business, may reduce the leverage effects of both private and 
public expenditures. The amount of government money to be injected into 
the economy hi any period for compensatory purposes will thus depend in 
an important way upon the influence of the factor of confidence. 

CASE II: ANTICIPATIONS RISING. We here assume that anticipations 
are rising; that the propensity to hoard is falling, the multiplier is increasing, 
and through operation of acceleration there are growing opportunities for 
private investment. Under these conditions govermnent will control its spend- 
ing with a view to orderly expansion of the private economy toward full em- 
ployment. 

In the first stages of recovery compensatory spending will remain fairly 
high. Too rapid withdrawal of government support of the income stream 
might well create premature recession. The atmosphere should be conducive 
to the continual rise of anticipations. Efforts to balance the budget should 
not be pressed strongly at this stage, either through major decrease of ex- 
penditure or increase in taxes. 

As recovery progresses on a firm foundation, government injections into 



COMPENSATOHY SPENDING IN THE CYCLE 


105 


the income stream should be progressively reduced. Just as in the downswing 
these successive injections increased, so in the upswing they decrease, al- 
though the point at which net expenditure will end (the budget being bal- 
anced) will depend upon the rapidity of the recovery of private spending 
in relation to the amount of unemployment remaining. While in the down- 
swing the successive injections increased because of increase in the propensity 
to hoard, in recovery they may be allowed to decrease because of rising 
propensity to spend. Thus in recovery the gap between current employment 
and full employment would eventually be filled by private expenditure; gov- 
ernment may speed the closing of the gap by further expenditure. 

In the later stages of prosperity — as full employment is approached — gov- 
ernment will have retired completely from compensatory spending. The level 
of government expenditures will be determined by the current cost of per- 
forming necessary governmental functions. The level of taxation will have 
increased, both from natural causes arising out of increase in national income 
and from increased tax rates designed to produce current surpluses and debt 
retirement. As full employment is approached, confidence is vigorous, and 
takes increased taxes in its stride. At this stage surplus is used to retire a 
part of the debt incurred by the previous deficit spending policy. 

Tax increases will apply the brakes to too rapid “boom” expansion and 
tend toward stabilization of the rate of expansion. This occurs in any income 
period by draining off into government a part of the inflationary funds in 
the market, thus stabilizing effective demand. And to the extent that tax 
receipts are used to retire debt in the hands of private individuals, these 
funds tend to be redistributed to those with relatively lower propensity to 
consume. If the rate of increase in consumption is stabilized, the acceleration 
effects upon the producers’ goods industries tend to be stabilized. 

Failure of government to cut expenditures as full employment is ap- 
proached would contribute to the appearance of bottlenecks in the expan- 
sion process. As the factors of production become relatively scarce it is im- 
proper that government continue to compete with the private economy for 
those factors. To the degree that it does compete it contributes to the develop- 
ment of bottlenecks, and helps to bid up the prices of those factors. Govern- 
ment itself may thus bring about inflation and eventually a crisis in antici- 
pations. 

Fiscal policy during a period of rising anticipations is thus conditioned by 
(1) the remoteness of full employment, (2) the degree to which anticipa- 
tions currently depend upon deficit spending. In the early stages of recovery 
both considerations indicate continuation of deficit spending. In the later 
stages deficit spending gives way to surplus taxation, the objectives being to 
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apply the brakes to the boom and to prevent excessive price increases while 
contributing little to the standard of material welfare. 

THE THEORY OF PUMP-PRIMING 
Our discussion of government expenditures during the depression phase 
of the cycle has so far run in terms simply of offsetting private deficiencies 
in national income. The policy of “pump-priming” is based upon the belief 
that if public funds are injected into the income stream in sufficient quanti- 
ties and under proper circumstances they will reverse the trend of anticipa- 
tions and generate recovery. This implies that the multiplier effects will grow 
and that the principle of acceleration will operate positively.® 

Whether or not a spending program can engineer recovery depends upon 
whether anticipations actually do reverse themselves. If spending reverses 
anticipations, the recovery can proceed normally through individual and 
business decisions to expand consumption and investment, although it will be 
speeded up in the earlier stages by continued government spending. The 
sheer weight of government funds spent for compensatory purposes may 
stabilize the anticipations of consumers as a group. And if anticipations are 
momentarily constant while compensatory spending continues, the propensity 
to hoard among consumers will probably fall in subsequent income periods. 
This is tantamount to a rise in anticipations. Stabilization of consumption 
among a large group of consumers at a time when inventories are low and 
production equipment impaired through failure to replace depreciation may 
well at least arrest the declining trend of investment. If so, and government 
expenditure continues, a normal recovery will likely set in. 

Whether or not spending can go beyond offsettmg normal declines of con- 
sumption and investment, and actually induce recovery, depends upon sev- 
eral factors. Expenditures must be relatively large, and it must be under- 
stood that spending policy will continue in volume and in duration until 
such results are attained. Some or all of the factors discussed above must 
have successfully reduced the rate of hoarding and thus increased the mul- 
tiplier. On the whole, a program of compensatory spending which is a little 
more than successful enough merely to fill in the troughs caused by deficien- 
cies in private expenditure will almost certainly have some pump-priming 
effects. And exactly the same forces limiting the effectiveness of a compensa- 
tory program will make impossible the generation of recovery prior to the 
“normal” turning point in the uncontrolled cycle. 

‘ 8 So that “10 plus 1 [will equal] 13,” as Clark mentions. The popular emphasis upon 
pump-priming and the positive multiplier must not encourage us to overlook the fact 
that “10 minus 1 equals 7.” Thus, compensatory spending to offset negative multiplier 
effects is equally Important in welfare terms with pump-priming. 
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It may be repeated that policy may contribute to the fall of anticipations. 
If such results occur, not only will pump-priming be unsuccessful, but the 
operation of the normal readjustment forces in the cycle may be postponed. 
In this case, recovery from normal causes will come later than it would have 
come without governmental interference. Great as are the possibilities for 
good in a spending policy, there are as well possibilities for evil. The type 
of policy thus becomes significant. It is not enough just to spend public 
money; the money must be so spent as to get the maximum leverage effect. 

CONDITIONS OF BUSINESS CONFIDENCE 

The success of depression fiscal policy is so dependent upon the behavior 
of anticipations in terms of “confidence” as to require some observations 
concerning its culture. “Confidence” is difficult to measure; it is even more 
difficult to assay. It is in essence personal, yet subject to a remarkable amount 
of transmission from person to person. It is “catching,” and thus subject to 
generation or degeneration through salesmanship or propaganda. And it is 
by no means always founded upon reason. It is fostered by orthodoxy and 
weakened by innovation which transgresses the boundaries of orthodoxy. 
Because it is so defiant of analysis, we are at the mercy not only of the genuine 
article, but also of unreasonable facsimiles of it. 

Confidence has its most critical influences upon counter-cycle fiscal policy 
during the period of deficit spending. It is then that what appears to be an 
eminently promising program may, by running afoul of confidence, either 
produce indifferent results or results distinctly undesirable. Since the alterna- 
tive to government activity to induce recovery is waiting out the depression, 
it is important to study those factors and techniques which show promise of 
making expenditure policy successful. 

Undoubtedly experience with a policy helps to allay fears of its conse- 
quences, particularly if that experience has been successful. But even it it 
has not been markedly successful, the ability of hindsight to point out weak- 
nesses in former techniques will help to foster support on the next attempt. 
The American experience in the thirties has probably gone a long way to- 
ward allaying fears of deficit spending in considerable volume during depres- 
sion. Public psychology relative to relief expenditure is sunilar to that relative 
to war — ^it is an obligation to be stoically assumed whatever its expense. That 
expense is one of the costs of maintaining an economy subject to intermittent 
depression. Expenditures for relief are compensatory expenditures, and are 
injected into the declining income stream under circumstances favorable to 
the objective of offsetting and possibly reversing that decline. Popular ac- 
ceptance of relief spending is at least to a limited degree tantamount to ac- 
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ceptance of deficit spending. If deficit spending for relief has become orthodox, 
public psychology has gone a long way toward acceptance of government as 
an auxiliary motor in the economy. 

The sheer weight of economic literature explaining the role of govern- 
ment spending in depression is probably a second factor in promoting con- 
fidence in such a policy. Such an extensive area of agreement among special- 
ists, not only as to the practical obligation of government, but as to the real 
possibilities of success, should have conditioned public confidence. The spend- 
ing experience of 1933-38 did not have the benefit of articulate theoretical 
support such as is likely to exist in any future depression. 

There is no doubt that studies of the deficit spending experiences of 
1933-38 have pointed to conclusions which in the future will allow govern- 
ment to embark upon such a policy much better prepared to avoid earlier 
mistakes in the treatment of the confidence factor. It is to be expected that 
(1) the policy will not be accompanied by tax increases in an attempt to 
attain budget balance; (2) Federal Reserve policy will be directed toward 
the creation of new excess reserves for the member banks, from which gov- 
ernment will borrow; ^ (3) the policy will be accompanied by the minimum 
of necessary punitive acts against business, either regulatory or competitive; 
(4) a real attempt will be made to sell the policy to the public as a program 
of economic engineering, by (a) stressing its recovery as distinguished from 
its relief aspects, (b) marshaling the impressive body of theoretical and sta- 
tistical evidence favoring the policy, (c) guaranteeing expenditures in amounts 
and for the duration required to bring about recovery, and (d) utilizing a 
calendar of public works previously determined ixpon and accenting those 
projects capable of meeting long-run public need. 

Some interest attaches to the experience of the United States with deficit 
spending during the period 1933—38. Studies of that experience ® indicate 
that public spending was reasonably successful as a compensatory device, that 
it prevented national income from falling as far as it otherwise would have 
fallen. Particularly in 1934-36, when deficit expenditures were relatively 
high, public spending was largely responsible for marked net increase in na- 
tional income. Furthermore, the abrupt reduction in expenditures in 1937 is 

4 This will be accomplished principally by open market purchases of securities by the 
Federal Reserve banks. These purchases may be from member banks or from individuals 
and businesses. The Federal Reserve funds paid out — ^whether to banks or others — ^flnd 
their way into the member banks. As these new funds are deposited by member banks 
with Federal Reserve banks, new legal reserves are created. Reduction of reserve re- 
quirements is another possibility. 

B See James W. Angell, Investment and Business Cycles, N. Y., McGraw-Hill, 1941, 
pp. 221-34, and Sherwood M. Fine, Public Spending and Post War Economic Policy, 
N. Y., Columbia, 1944, Chapter 6. 
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regarded as largely responsible for the precipitous recession which occurred 
in that year and lasted into 1938. 

As a pump-priming device, however, public expenditure in the thirties 
must be regarded as almost wholly unsuccessful. Anticipations did not rise, 
as indicated by the fact that propensity to hoard appears to have remained 
constant or to have increased during the period. Such private investment as 
did occur appears largely to have been made simply to provide productive 
capacity for current consumption needs, and did not represent investment for 
expanding future output. 

Must we, therefore, conclude that there are no pump-priming potentialities 
in public spending? Generalization from the one experience with something 
approaching a pump-priming project is extremely dangerous. To say that 
pump-priming is always doomed to failure because it failed in 1933-38 policy 
is comparable to the generalization: “All Indians always walk in single file; 
at least the only Indian I ever saw did.” 

Certain characteristics of the 1933-38 policy may be specifically criticized 
as militating against its possible success. First, it was half-hearted. Expendi- 
tures were not large enough in 1933-34 even as modest compensatory ex- 
penditures. All through the period deficit expenditures were made primarily 
with a view to relief, and only secondarily was the hope expressed that as a 
by-product the economy might be strengthened. Deficit expenditures were 
usually accompanied by protestations that attempts should be made to bal- 
ance the budget in each next fiscal year. This is hardly conducive to a rise in 
private anticipations; what is required is the pledge that the auxiliary motor 
of government will provide support as long as required and in the amounts 
required. Second, the constant dread of a series of unbalanced budgets and 
the desire to redress inequalities in income led to relatively high income and 
commodity taxation. The reverse type of compensatory tax policy was in- 
dicated. 

Third, the spending program was haphazard. The very newness of the 
policy of deficit spending meant that no program of public projects was ready 
to be undertaken. There was a great deal of fumbling for recovery tools. 
Attempts to force reemployment at higher wages under NRA were hardly 
calculated to raise employers’ anticipations, even under the artificially gen- 
erated enthusiasm for recovery reflected in parades. And government’s quid 
pro quo to business for pledges to hhe more men at higher wages was codes 
of “fair competition,” which in practice meant (and still does mean) the an- 
tithesis of competition. The consequence was price rigidity which is an arch- 
enemy of adjustment in the business cycle. The gold policy and the scuttling 
of the World Economic Conference in 1933 rightly or wrongly suggested 
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the probability of monetary and trade manipulation, the nature and results 
of which could not be forecast. Social Security, inaugurating a new concept 
of labor welfare and a new crop of taxes, was not generative of confidence 
in the breasts of business enterprisers. Contributing similarly to the decline 
of producer anticipations was the National Labor Relations Act, long over- 
due but ill-timed for success of a pump-priming project. 

No opportunity is sought to criticize the reform measures per se taken 
during the thirties. The timuig was unfortunate from the point of view of 
counter-cycle fiscal policy. It can be convincingly argued that it was “then 
or never.” For our purposes, however, the important point is that many 
major reforms are now on the statute books and integrated into the economy. 
Major reforms pending adoption should be adopted — ^providing they are 
genuine reforms — during the phase of fuller employment, and not allowed 
to collide with counter-cycle spending policy when anticipations are low. 

COMPENSATORY SPENDING IN A "MATURE" ECONOMY 

The consequences of “maturity,” which was described early in this chap- 
ter, are an economy whose periods of prosperity may stop short of full em- 
ployment and whose periods of depression will be longer and deeper than 
those of an expanding economy. These results are commonly termed “secular 
stagnation” by economists. 

Counter-cycle fiscal programs discussed earlier in tliis chapter are gen- 
erally applicable to both “mature” and expanding economies for identical 
reasons. The exception is that deficit spending even at the top of the cycle 
may be necessary in order to promote full employment in a naturally stagnant 
economy. Thus, the prospect is for persistent government deficits and con- 
stant additions, though by varying increments, to national debt. 

The difficulty, as in the case of cyclical reduction in income, lies in the 
inadequacy of investment from savings. The solution — if, indeed, there is 
any — lies along one or both of the following lines: (1) channeling of the 
excess of savings over investment into consumption, or (2) increasing the 
attractiveness of investment. Both of these aim at reduction of hoarding. And 
as before, each may be thwarted by a decline in confidence which, taken by 
itself, reduces anticipations. 

Contemplation of the prospect of continued annual deficits might well have 
accentuated adverse influences upon anticipations. On the other hand, if 
reasonably considered, such a policy of government investment in national 
product is economic — and identical with similar private investment — so long 
as the carrying charges on the debt incurred are not equal to or in excess of 
the income generated. 
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It is necessary, however, to keep in mind that the leverage effects of public 
spending in an economy incapable of reaching full employment under its 
own power are relatively low. Therefore, the effects of a given increment 
of public expenditure are short-lived, while service costs on the debt in- 
curred will probably continue beyond the effectiveness of the expenditure. 
As compensatory spending continues, it is required to generate net increases 
in national mcome toward full employment or to maintain a full-employ- 
ment level of income against the mounting frictions caused by debt increase. 
The questions of the burdensomeness of a public debt, and the nature of the 
limits of the size of possible debt, will be discussed in a later chapter. For the 
present it is well to keep in mind that an internally held public debt is not 
“burdenless,” as some have claimed, even though its practicable limit has 
been shown to be far beyond that predicted by the “orthodox” view. 

The long-run possibilities of attaining and remaining at a level of full 
employment in a “mature” economy are thus discouraging, if deficit spend- 
ing by government is considered alone. Extra-fiscal measures appear to be 
the only ones promising long-run salvation from stagnation. For if the ex- 
tensive margins of expansion are gone, the intensive margins still possess 
almost unlimited potentialities for expansion. And the obstacles to expansion 
on the intensive margin are restrictive policies of “saving the market,” where 
pioneering is blocked because “possession is nine points of the law.” 

E/ALUATION OF COUNTER-CYCLE SPENDING 

The propensity of the private economy to create booms and depressions is 
a fact clearly demonstrated by past experience. There appears to be no reason 
to hope that private enterprise can itself stabilize business activity and iron 
out these fluctuations. For stabilization would require that business increase 
its outlays in periods of falling profit prospects, while in periods of boom 
and large profits business would curb its outlays and pass up the opportunity 
for handsome profits. Were such business attitudes to become prevalent it 
is obvious that the “profit system” as we have known it would be essentially 
discarded. Since it is unlikely that business can substitute decisions con- 
ducive to stabilization for decisions designed to make profit and avoid loss, 
the alternatives are either to utilize government resources to mitigate or cor- 
rect imderemployment or to accept cyclical underemployment as a long- 
term social cost of the profit system. The difficulty with the latter is that 
this social cost is too great to bear. A repetition of the experience of 1929-33 
would very likely result in abandonment of the private enterprise system and 
democratic government, simply because the cost to the whole society is un- 
bearable. 
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The ideal is, of course, full employment in the private economy made pos- 
sible by full employment — i.e., a national income at a reasonably full em- 
ployment level being re-spent for consumption and investment to create na- 
tional income at a reasonably full employment level in the next period. The 
fact is, unfortunately, that this does not normally occur, as is indicated by 
wide fluctuations in national income through the business cycle. The func- 
tion of compensatory fiscal policy is thus to save the private economy from 
itself. The question is, How effective can fiscal policy be in accomplishing 
these results? 

If counter-cycle spending policy is highly successful, it will induce recovery 
from depression. If less successful, it wiU halt the downward course of total 
spending and thus mitigate depression. In terms of welfare the second is 
hardly less important than the first. If unsuccessful it will actually induce 
further depression. The degree of success depends upon the effect upon 
private anticipations. 

The potentialities for success are great, while the possibilities of total failure 
are meager if attention is seriously directed to the factors causing decline in 
anticipations. The chief obstacles to success are lack of clear purpose on 
the part of government and the threat of decline (real or self-generated) in 
private confidence. If the first obstacle is overcome a long step will have been 
taken to mitigate the second. If the intent of the policy is made clear and 
the logical background of the policy is understood a seriously destructive de- 
cline in anticipations is not likely. It must be kept constantly in mind that 
high public debt, high levels of taxation, and strong central government 
have come to be widely accepted as inevitable for the future. And the sup- 
posed dangers associated with high debt and taxes and strong government 
have not materialized to a significant degree in recent experience. There is 
a great deal of evidence upon which to conclude that a policy of counter-cycle 
expenditure in future depression is both inevitable and far more promising 
of success than when tried half-heartedly and with a good deal of bungling 
in the nineteen-thirties. 

Since there is strong evidence that doubts and opposition wiU be much less 
strong in future attempts, particularly if practice of the policy is successful, 
a new danger arises. Fiscal policy as a counter-cycle weapon may become 
too easy and too popular, blinding us to the need for particular remedies. 
If basic corrections are required — ^such as control of monopolistic practices, 
improvement of banking, or development of sensible mtemational economic 
relations — ^the ease with which fiscal policy may atone for specific evils may 
postpone the undertaking of these necessary corrections. For successful fiscal 
policy may act as a drug, deadening specific pain, and thus dull our aware- 
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ness of the critical long-run need for surgical treatment. Although study of 
extra-fiscal problems is outside the compass of this book, awareness of their 
existence is a prerequisite to sound fiscal policy. 
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CHAPTER 6 PLANNING PUBLIC 

EXPENDITURE PROGRAMS 
TO PROMOTE EMPLOYMENT 


THE ROLE OF PLANNING 

Previous chapters have analyzed the possible contributions of fiscal policy 
~on the expenditure side — to national income and welfare. We have seen 
that it is not enough simply to spend. Spending must be planned so as to 
accomplish the greatest possible multiplier and acceleration effects. 

The first step in planning counter-cycle expenditure programs is to declare 
forthrightly the intention of government to stabilize economic activity at or 
near the full employment level. In the experience of the thirties, failure to 
make such declaration undoubtedly detracted from the effectiveness of spend- 
ing. In public utterances the policy was usually characterized as a humani- 
tarian program for the necessary relief of the needy. In the absence of clear 
declarations of intent to promote recovery, disagreements among the spend- 
ing agencies were popularly interpreted as personal contests for power, or at 
best bureaucratic incompetence. Payment of relief wages above a bare sub- 
sistence level and employment of persons not yet in dire need were variously 
interpreted by the public as punitive expeditions against business, “natural” 
inefficiency of government as administrator, or the use of public funds pri- 
marily for an immense program of political patronage (“spend and elect”). 
The President’s remark relative to the recovery of 1934-36, “we planned it 
that way,” was not so convincing as it might have been had most citizens 
been aware that any such plan had existed. 

Forthright acceptance by government of a continuing responsibility for the 
maintenance of full employment would itself bolster anticipations tending 
toward decline. In addition, having committed itself to the policy indicated, 
the government will find the way cleared for careful and intensive prepara- 
tion for implementation of that policy. Thus, if government is committed to 
a program of extensive public works when business begins to decline, greater 
impetus is given to preparatory planning of these works before the event. It 
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cannot be overemphasized that the more fumbling with a spending program 
the greater the potentialities for failure. 

Once committed to a counter-cycle fiscal program, decisions on an array 
of problems must be made. Through what channels should government funds 
be injected into the economy in order to obtain the most satisfactory results? 
Assuming that public works will be undertaken, what are the principles in- 
volved in proper selection and timing? How can the maximum of elasticity 
be built into the program, making it possible to meet unemployment when 
and where it occurs? How can the amount of spending required be deter- 
mined? How can federal plans be integrated with those of state and local 
governments? 

METHODS OF SPENDING 

Three channels exist through which government funds may be injected 
into the income stream during periods of unemployment: 

1. Home relief 

2. Unemployment compensation plans 

3. Work projects. 

It has sometimes been argued that a fourth method of injection is that of tax 
reduction. In this view, tax reduction releases private funds for private ex- 
penditure, and to the extent that additional private expenditure occurs, gov- 
ernmental expenditures can be smaller. We have recommended tax reduction 
as an accompaniment of public spending in Chapter 5. While anticipations 
are falling, it is highly doubtful that tax reduction can be very effective by 
itself in halting the decline in private spending. It is useful, however, in help- 
ing to create a climate in which spending by government may be more effec- 
tive. But though compensatory taxation is an essential part of compensatory 
fiscal policy, it is not public spending, and we exclude it from our present 
analysis on those grounds. 

HOME RELIEF. Home relief is distinguished by the absence of any work 
requirement. Persons qualify for such relief by meeting the administrative 
criteria of need. There are, of course, some types of need which must be met 
by this form of relief. In cases of old age or physical or mental incapacity 
for work it is evident that no work requirement can be imposed. Some able- 
bodied persons may reasonably be excused from performance of labor when 
their situations require that they remain at home. Needy mothers with de- 
pendent children are a case in point. In cases such as those mentioned the 
only alternatives to home relief are private charity or no relief at all. 
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The advantage of home relief as a channel for the injection of public funds 
is that, given proper definition of need, substantially all of the government 
funds so spent will be immediately re-spent for consumption. Some part of 
these funds will be used for retirement of personal debt. Since the propensity 
of these groups to consume is much higher than that of the general average 
of the population, the leakage in the first income period is practically zero. 
Does it follow, therefore, that the able-bodied unemployed should be added 
to the home relief rolls during periods of unemployment? The general answer 
must be in the negative in spite of the relatively high multiplier effects of 
such expenditure. The real disadvantages of home relief are ( 1 ) its distaste- 
fulness to recipients, and (2) the loss of production involved. It is unpleasant 
to regard oneself as a charity case, and in most instances it is destructive of 
personal morale. Thus, considerations of moral values in public welfare dic- 
tate that relief of the able-bodied unemployed should be provided by giving 
them something useful to do, if such projects can be found. The loss of po- 
tential production from subsidized idleness constitutes another strong argu- 
ment for useful work projects. However, it must constantly be recalled that 
the objective is to create incomes in such a manner as to realize the maxi- 
mum multiplier and acceleration effects from public spending. Alternative 
channels for injection of funds are preferable to home relief only if their in- 
come-creating effects are high. 

UNEMPLOYMENT COMPENSATION. Unemployment compensation as a 
channel for introducing public funds into the income stream differs from 
home relief on two counts. In the first place, unemployment benefits are paid 
from special funds accumulated by taxes on payrolls, while home relief funds 
must be taken from the general funds of the treasury. In the second place, 
benefits under unemployment compensation are not normally tailored as 
closely to individual need as are home relief payments. 

The significance of the first has several aspects. The depressive effect upon 
personal morale of home relief is not present in unemployment compensation. 
The unemployment compensation reserve fund having been built up by spe- 
cial taxes (“premiums”) during the period of employment, the unemployed 
worker rightly feels that he is receiving in benefits only what is due him.’ 
The question naturally arises whether a system of relief payments based upon 

1 This is not altered by the fact that such taxes are levied upon the employer rather 
than the employee. For it is generally conceded that the tax is not finally borne by the 
employer, but principally shifted to the employee in the form of lower wages and partly 
shifted to the buyer of the firm’s product in the form of higher prices. In the latter case 
the employee can consider the public’s contribution to the unemployment compensation 
system as an element of cost of production which buyers must bear in order to have the 
product. This matter will be considered fully in a later chapter on employment taxes. 
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Special tax collections fulfills the requirement that spending in depression be 
deficit spending. A partial answer is that unemployment taxes are auto- 
matically adjusted as employment rises and falls. For the taxes are upon pay- 
rolls, which fall during depression on account of (a) reduction in the number 
of employed persons and (b) the normal tendency for wages to fall during 
depression. Nevertheless, although the amount of payroll taxes paid rises 
and falls as employment rises and falls, there is good argument for eliminating 
these taxes entirely during periods of severe unemployment.® The second dif- 
ference between unemployment compensation and home relief is that pay- 
ments under the former are nonnally less nicely adjusted to immediate need 
than are the latter. This difference may be significant in terms of the prob- 
ability that funds paid out will be re-spent by the recipients and thus remain 
in the income circuit. Under unemployment compensation, a person is re- 
quired to be unemployed for a stated period (usually two weeks) before he 
is eligible to collect benefits. There is no guarantee that the recipient of bene- 
fits will, during this waiting period, have so exhausted his private resources 
that his benefit payments will be immediately and totally spent for consump- 
tion. Further, such benefit payments are normally somewhat larger than home 
relief payments, which may encourage the recipient to lay aside (hoard) a 
part of his receipts. This is particularly true in view of the fact that unem- 
ployment compensation benefits terminate at the end of a stated period.® The 
possibility that unemployment may continue beyond the benefit period may 
well encourage saving of a portion of current benefit payments in highly 
liquid form for later expenditure. Our conclusion is therefore that the probable 
multiplier effects per dollar of government funds paid out are slightly smaller 
in the case of unemployment compensation than in the case of home relief. 
The important consideration, however, is not the propensity to spend per 
dollar of benefits received, but rather the total income created by the expendi- 
ture. If the recipient of unemployment compensation receives benefit pay- 
ments of $80 per month and has a propensity to spend of 4/5, the amount 

2 Even if payroll taxes are not eliminated during periods of high unemployment, the 
excess of benefit payments over current tax collections represents deficit spending. For 
the reserve accumulations in good times are invested in government debt, which means 
that the treasury spends these funds for current expenses or debt retiremenq giving its 
promises to pay to the reserve funds. In depression, liquidation of these promises to pay 
(securities) means that the treasury raises the funds from general sources, almost cer- 
tainly by borrowing. _ _ .... 

8 This is necessary because unemployment is not an “insurable risk.” It is mipossible 
to determine the timing, duration, or extent of unemployment, and therefore impossible 
to determine “premiums” which will cover benefits for the whole period of unemploy- 
ment. For this reason the plan collects taxes during employment and guarantees benefit 
payments for a stated period of unemployment, realizing that even this limited guarantee 
is possible because the general funds of the treasury may be called upon in emergency. 
Thus it is not unemployment “insurance.” 
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spent (probably for consumption) in the first period is $64. If the recipient 
of home relief receives $40 per month and has a propensity to spend (for 
consumption) of 1, the amount spent in the first period is $40. Thus, com- 
parison of propensities to re-spend is useful only on the assumption that the 
amounts available for re-spending are substantially equal and that the num- 
bers of recipients are substantially equal. 

On balance it appears that if govermnent were to pay out the same amounts 
per capita to each group of persons over the same period there would be no 
substantial difference in the propensity to re-spend, whether the funds were 
paid out as home relief or as unemployment compensation. This conclusion 
follows from the fact that although the proportion of the grant received by 
the relief recipient which is immediately re-spent may be somewhat higher 
than that of the recipient of unemployment compensation, this immediate 
re-spending is only the first step in the total re-spending to create income. 
Spendings by the two groups will go into essentially the same channels, and 
after the initial spending the propensity to re-spend through those channels 
should be identical. This being the case, the morale factor looms large in 
establishing a preference for unemployment compensation as a long-run pro- 
gram to obviate, where feasible, the need for home relief programs during 
depression. 

We have so far compared the two methods of injection m terras of the 
immediate results duruig a period of unemployment. We cannot ignore, 
however, the longer-run advantages of unemployment compensation upon 
the level of expenditure. The knowledge that there are benefits available in 
case of unemployment will certainly encourage a higher level of spending 
during the period of employment. The contribution of an unemployment 
compensation plan to the security of a worker lessens the fear-inspired hoard- 
ing which would otherwise occur when recession sets in. For if the worker 
sees unemployment growing around him, and if he feels that he must either 
support himself or fall back on public charity during the period of his prob- 
able unemployment, he will be encouraged to cut his spending immediately 
to a minimum in order to accumulate private reserves. This in itself is a 
contribution to recession, since his accumulations will probably lie idle as 
hoards. 

The longer-run stabilizing effect upon the rate of spending of an unemploy- 
ment compensation plan recommends it in preference to home relief. Its 
effects upon the morale of the individual further recommend it. The dif- 
ferences between the two plans with respect to multiplier and acceleration 
effects are negligible. On the other hand, there must always be home relief 
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for a portion of the dependent population who cannot feasibly be included 
in the unemployment compensation system. 

The question still remains, however, granted the superiority of unemploy- 
ment compensation over home relief for most unemployed workers, is it 
superior to work projects? Unemployment compensation does support idle- 
ness which might be turned to production; and if the period of unemploy- 
ment extends beyond the period during which compensation payments are 
guaranteed by law, the gap must be filled either by the equivalent of home 
relief or by work projects.^ 

WORK PROJECTS. Work projects are characterized by the requirement that 
work be performed in return for government funds received. For purposes of 
our analysis it is useful to distinguish two general classes of projects: (1) 
work relief projects, and (2) public works. 

Work relief projects are designed to provide employment to otherwise un- 
employed labor, the intention being to pay out the maximum portion of the 
appropriation for wages. Projects in this category are roadside improvement 
and beautification, clearing and maintenance of pubHc lands and forests, 
traffic surveys and similar factual studies, art and theater projects, and the 
like. Payments from public funds are made for personal service, with the 
minimum necessary amount for tools and materials. Such projects, typical of 
the activities of the federal Works Projects Administration in the thirties, are 
normally planned and administered by government agencies, often with the 

The frequent a priori assertion that unemployment compensation encourages idleness 
and malingering has not been considered for the simple reason that it is not a serious 
danger. Experience has not demonstrated it to be a fact. The higher income return from 
employment than from compensation benefits, the required waiting period before benefit 
payments begin, and the requirement that public employment offices certify weekly to 
the unavailability of an appropriate job before benefits can be paid, combine to reduce 
the danger of malingering to the point of elimination. There is, however, a danger in 
unemployment compensation that the availability of benefits may act to prevent necessary 
downward wage adjustments during depression. Considerable disagreement exists as to 
whether wages should be allowed to fall or be prevented from falling during recession 
and depression. The argument for the former runs in terms of the cost-price adjustments 
necessary in order to improve the profit and loss prospects of production in the immedi- 
ate future. The tendency of costs to fall more slowly than prices undoubtedly contributes 
to a fall in producers’ anticipations and thus to discouragement of production. 

The argument for the latter points to be the desirability of maintaining consumption 
at a high level, which cannot be accomplished if the anticipations of consumers are 
falling. The prospects of lower prices in the future and probable imminent unemploy- 
ment combine with falling wages as contributors to falling consumer anticipations. 

On balance it appears reasonable to conclude that if wages are allowed and even 
encouraged to fall with prices, consumption by employed laborers, measured in physical 
units, need not fall markedly. And if the effect of falling wages is to create less unem- 
ployment than would occur under rigid wages, the number of employed laborers pur- 
phasing for consumption is larger than it would have been. 
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decentralized administrative assistance of existing public and semi-public 
personnel. 

We may make the categorical statement that work projects of a “boon- 
doggling” nature are undesirable on nearly all counts, if useful projects can 
be undertaken. The morale effects of work for wages on useless projects are 
no better, and probably worse, than home relief. The worker is not only in- 
telligent enough to know that so far as social benefit is concerned he might 
as well sit at home and receive his “dole,” but he is required to perform his 
useless work in full view of his fellow citizens. Useless work projects will al- 
ways be more expensive than home relief; they require planning, supervision, 
and some equipment. 

On the other hand, there are extensive work relief projects of a useful 
nature which may be undertaken, and they constitute a highly productive 
channel for the injection of public funds. Laborers on most such projects are 
or can be taken very largely from the relief rolls. To the extent that needy 
laborers are employed, it is evident that their wages will be almost com- 
pletely re-spent quickly for consumption. Work relief projects of this type 
thus accomplish essentially the same multiplier effects as does home relief, 
with the added advantages of more favorable effects upon personal morale 
and the accomplishment of useful services to the community. 

Public works projects include the construction of capital improvements of 
a more permanent nature, such as dams, highways, battleships, and public 
buildings. During the thirties projects of this type were carried on by the 
federal Public Works Administration. In most cases public works construc- 
tion is performed under contract by private concerns for government. Char- 
acteristic of such projects is the large proportion of public funds spent for 
materials and equipment. 

Public works construction projects will inevitably be used in a serious 
recession, both because they have popular appeal and because the alternative 
methods previously discussed will be inadequate at the “need” level to pro- 
vide outlets for spending in sufficient volume to accomplish the desired re- 
sults. Two peculiar aspects of public works require our particular attention: 
(1) a large part of the expenditure on public works is made for materials, 
and (2) of the labor employed, only a relatively small proportion can feasibly 
be taken from the relief rolls. 

By March 1, 1939, the Public Works Administration, whose projects were 
mainly of the permanent construction type, had spent about VA billion dol- 
lars for labor and about 214 billion dollars for materials.® The ratio was 

® Public Works Administration, America Builds, The Record of PWA, Washington, 
1939, pp. 19, 26. 
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thus roughly two dollars for materials to one dollar for labor. And by no 
means all of the labor employed could be classed as relief labor. Since con- 
struction projects require a high proportion of skilled labor, and since un- 
employed labor of the requisite skills may not be available in the required 
numbers in the locality of the projects, employment of only otherwise un- 
employed workers is hardly possible. Furthermore, when such projects are 
undertaken by private contractors who bid for the contracts, it is highly 
questionable policy to require them to hire a large proportion of their men 
from relief rolls. The percentage of relief persons employed on PWA projects 
declined markedly between 1935 and 1938. For the week ending December 
28, 1935, 41.5% of persons employed on non-federal projects were from 
relief lists, while for the week ending June 25, 1938, 11,9% were relief 
persons.® The trend was constantly downward between these periods. This 
change was due largely to governmental relaxation of insistence upon hiring 
relief persons, which was shown by experience to have been awkward in 
view of the hardship upon contractors, who were expected to bid on projects 
without satisfactory foreknowledge of the makeup of their labor force. A part 
of the decline in use of relief persons may well have been due to the decline 
in unemployment. 

What is the significance of these two characteristics (proportionately large 
expenditures on materials and proportionately small employment of relief 
persons) to the multiplier and acceleration effects of public works expendi- 
ture? It is almost certain that a smaller proportion of the public outlay is 
immediately re-spent than would be the case in, for instance, home relief. 
Construction companies receive payments which are distributed to the factors 
of production, some of which are not immediately re-spent for consumption 
or investment. Some leakage thus occurs. On the other hand, there is evi- 
dence that public funds spent for construction are strategically spent, in the 
sense that the industries receiving payment are so situated in the economy 
as to be unusually favorably affected. 

Professor Hansen favors public works expenditure over relief expenditure 
as a method of injecting public funds on two counts.'^ (1) The leverage 
effects of relief expenditures are frequently overestimated. Although it is 
true that in the first round of re-spending, relief expenditures offer consider- 
ably less probability of leakage, in subsequent rounds there is no reason to 

® WPA, Report on Progress of the WPA Program, June 30, 1938, pp. 124-5, quoted in 
J. Kerwin Williams, Grants-in-aid Under the Public Works Administration, New York, 
Columbia, 1939, p. 183 n. “Non-federal projects" were projects of state and local gov- 
ernments, with extensive federal financial assistance. They constituted the bulk of PWA 
public works projects. 

r Fiscal Policy and Business Cycles, pp. 81-3. 
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believe that leakages remain comparatively small. (2) The induced conse- 
quences (after the first round) of public works expenditure are likely to be 
greater than those of relief expenditure. For relief recipients will re-spend on 
consumption, and their added expenditures will be small as compared to the 
large existing volume of consumption expenditures. “The additional pur- 
chases are spread very thinly over the vast consumption industries, thus giv- 
ing very little stimulus to increased output, and are, therefore, likely to 
induce hardly any increase in employment.” On the other hand, the construc- 
tion industry is typical of those heavy industries which are peculiarly de- 
pressed, and heavy spending in this field would have a very significant effect 
upon employment and upon the purchase of equipment. An expenditure of 
4 billion dollars on construction would constitute an amount equal to almost 
one-third the total annual expenditure on all fixed capital investment in the 
prosperous period 1925-29. 

Hansen’s argument is persuasive. Students of the problem typically point 
out that in the matter of first-round re-spending, relief outlays experience 
smaller leakages, but that in successive rounds the relative leakages are unde- 
terminable.® Those who criticize Hansen’s enthusiasm for public works ex- 
penditure appear to object only to his conclusion that the leverage effects 
of public works expenditures arc greater than those of relief expenditure.® 
We may conclude that in the present stage of our knowledge the income-gen- 
erating effects of public works expenditures are at least not markedly inferior 
to those of other types. Since public works at going wage rates have the most 
favorable influences upon the morale of the worker, and create structures 
socially useful, they are strongly recommended as a channel through which 
public funds are put into the income stream. 

One assumption has been implicit in our discussion of public works, and 
requires statement. The projects selected should be of a type which does not 
threaten long-run competition with private investment. Highway construc- 
tion is a good example of non-competitive public investment; construction of 
electric utility systems or railroads would have a seriously threatening inci- 
dence upon existing private investment in those fields, and thus seriously 
weaken private desires to replace depreciating equipment or to expand pro- 

8 For instance, H. H. Villard states; “. . . public works may have diSerent secondary 
effects upon the economic system than other forms of public expenditure. But at the 
present time it is difficult to distinguish such differences even in theory and almost im- 
possible to distinguish them in practice.” Deficit Spending and the National Income, 
New York, Farrar, 1941, p. 295. 

® See, for instance, P. A. Samuelson: “I conclude, therefore, that direct consumption 
expenditure is not only in line with the needs of the times (the war period excluded), 
but also has no less favorable effects than public works expenditures.” “Fiscal Policy 
and Income Determination,” Quarterly Journal of Economics, August, 1942, p. 601, 
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ductive capacity.^® However, to quote Professor Hansen, “In our own coun- 
try, as in most advanced countries, there is a wide field for useful and pro- 
ductive public expenditure without encroaching upon the accepted traditional 
sphere of private enterprise. These include public-investment aspects of urban 
redevelopment, transportation facilities, river-valley development, flood con- 
trol, soil conservation, reforestation, rural electrification, slum clearance and 
low-cost housing, international investment projects such as those now (1941) 
being made by the Export-Import in Latin America, and finally a social- 
security and public-welfare program including equal educational opportuni- 
ties, child welfare, public health, nutrition, and an extension of our system 
of social insurance. Public resource development projects not only raise the 
productivity and standard of living of the areas in which they are made, but 
also open up private investment outlets. Moreover, social-welfare expendi- 
tures act like an irrigation system, distributing purchasing power widely over 
the whole country, thereby raising the level of consumption expenditures and 
business activity.” 

THE SELECTION AND TIMING OF PUBLIC WORKS 

The essence of public works planning is the orderly arrangement of projects 
in terms of their relative importance to communities, their proper sequence 
relative to each other, their strategic importance with respect to the geo- 
graphical incidence of unemployment, and their potentialities for income 
generation. Thus, three considerations are important: the usefulness of the 
structure or activity in itself, the ability to provide needed relief, and the 
ability to expand national income. Of these the last is paramount, although 
the great advantage of public works lies in their potentialities for accomplish- 
ment of the first and second. 

The need for public school buildings will in most instances be more urgent 
than for baseball parks. Improvement of the navigability of rivers may well 
deserve priority over the construction of docks at the outlets of those rivers. 
Irrigation projects in California can do little to provide direct relief to pecu- 

10 By 1937, for instance, the failure of public utilities investment to recover as rapidly 
as did investment in other fields (excepting housing and railroads, which faced special 
problems) can probably be explained largely in terms of the discouragement to private 
investment created by the rapid growth of public power plans and projects earlier in the 
decade. The regulatory attack on utility holding companies constituted another — obvi- 
ously necessary — discouragement of private investment. 

11 Reprinted from Appendix A, p. 291, of State and Local Finance in the National 
Economy, by Alvin H. Hansen and Harvey S. Perloli by permission of W. W. Norton 
& Company, Inc. Copyright, 1944, by the publishers. 

12 This section leans heavily upon the standard study in the field: J. M. Clark, Eco- 
nomics of Planning Public Works, Washington, National Planning Board, 1935. 
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liarly depressed textile centers on the eastern seaboard. Widespread low-cost 
housing programs will not only employ labor and building materials directly, 
but will create new demand for household furnishings. Rural electrification 
not only purchases labor and materials directly, but induces private demand 
for electrical appliances of many types. Highway construction purchases labor 
and materials, but also induces demand for petroleum products, automobiles 
and parts, and repair services. 

Since the considerations facing those responsible for planning public works 
are so many and so varied, it is inevitable that compromises among these 
considerations will be incorporated into the plan. It cannot be overempha- 
sized, however, that public expenditure policy to combat the cycle will con- 
sistently attach first importance to the income-inducing possibilities of various 
projects. 

A declaration of determination to undertake public works on a large scale 
in depression will inspire much greater confidence and cooperation if it is 
followed by genuine attempts to list in order of importance the various proj- 
ects to be undertaken. Frantic last minute scurrying about to find something 
to spend public money for will inevitably produce prodigious waste and poor 
results. Such lack of planning is conducive to Congressional abandonment 
of the national interest in favor of pork-barrel activities; public works funds 
then become subject to feverish raiding by representatives of electoral dis- 
tricts, whose standing as legislative promoters of the general welfare is 
measured by the number of dollars allocated to projects in the home district. 

When individual public works projects are integrated into a larger plan 
for the development of community, region, or nation, individual projects 
can be both judged and planned more intelligently.^® The assignment of 
priorities becomes more than spur-of-the-moment judgment, perhaps under 
pressure from special interests. The longer the view taken, the larger the 
general objectives into which individual projects may be fitted. And projects 
with high priority may be plamied with a view to their later coordinate use 
with projects currently low on the priority list.^* 


The experience with city planning in most larger cities has justified its cost many 
times over. City planning, however, involves more than the planning of public works. 
It covers building codes and restrictions, control of the issuance of permits to carry on 
particular activities, and in general the public and private aspects of long-term city de- 
velopment. 

t^The student will be surprised to find to what extent research along planning lines 
has already progressed. Perusal of the various publications of the National Resources 
Committee and its predecessors is highly recommended. Economic analyses of local and 
regtond problerns are extensive. Lists of projects, with description, are available. Sur- 
veys of the studies of state and local planning boards are published. The reader whose 
first reaction to the requirements of regional and national planning is one of hopeless 
defeatism in view of the magnitude of the task will find from these reports that it is not 
only possible but that much of the spadework has already been done. 
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One of the larger practical obstacles to programming public works for 
counter-cycle effects arises out of the difficulty of abstaining from such ex- 
penditures during prosperity. A really useful public project — a school, a 
sewage disposal plant, a highway — becomes particularly attractive during the 
phase of the business cycle when public revenues are adequate to meet the 
cost. The public wants the improvement now and can afford it now. Further- 
more, in a period of prosperity the public is unlikely to worry about de- 
pression, and consequently places a low valuation upon the counter-cycle 
advantages of postponement. Finally, there is disinclination to dampen the 
exhilarations of prosperity by postponement of public works. 

To the extent that useful projects are not postponed for execution in de- 
pression, the depression public works program must carry through projects 
of secondary importance. The advantages of postponement are of course all 
the potential income-inducing powers of the program. In addition, post- 
ponement means that the improvement is purchased at relatively lower prices, 
the saving in cost probably being greater than any additional interest cost 
incurred through the necessity of borrowing in depression for the whole 
project. 

Furthermore, we may not ignore the danger that extensive public works in 
boom times wiU exert inflationary pressures by competing with private con- 
cerns for scarce materials and factors of production. The inflation of costs 
and the appearance of production bottlenecks may contribute to a fall of 
anticipations which terminates prosperity and initiates recession. 

There are, of course, public projects which cannot be postponed until 
the arrival of depression. Armament expenditures hardly lend themselves to 
counter-cycle variation. Most projects, however, can be scheduled for such 
use, provided the normal preference for a rising standard of public living 
during prosperity is curbed in favor of using extraordinary projects for pur- 
poses of stabilization. The tool of grants-in-aid is a useful one in overcoming 
this normal preference. A locality which wishes a new bridge can usually be 
encouraged to postpone its construction until a later date if such postpone- 
ment means that half the cost is borne by the federal government. The use 
of federal grants was extremely successful in inducing local governments to 
undertake extensive local construction under the PWA program. If federal 
aid for highway construction were withdrawn during prosperity and made 
available in large volume in depression it is to be expected that state highway 
appropriations would conform to a somewhat similar cyclical trend. 

Proper timing of public works involves two types of problems: putting 
the public works program into operation at the proper time, and terminating 
it at the proper time. If inauguration of the program is delayed too long, 
the deficiencies of private spending to be overcome by public spending are 
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unnecessarily large. We have noted that the effects of recession are cumu- 
lative — that recession feeds upon itself. If, therefore, government spending 
can halt the downward spiral of anticipations at an early stage, the obstacles 
to recovery are less vigorous and the amount of necessary spending is smaller. 
The indexes most useful in indicating the imminence of recession are those 
of new capital investment and employment in the heavy goods industries. A 
decline in these indexes, unless explainable by specific causes unrelated to 
the business cycle, should be the signal for inauguration of the public works 
program. “Too little and too late” will prove costly. 

Termination of a public works program at the proper time involves the 
selection of projects which can be completed within the period of underem- 
ployment. Short projects are indicated for short-period recessions, while 
projects involving a long construction period will be scheduled for long de- 
pression. Highways and public buildings lend themselves admirably to short 
cycles, while area developments such as TVA involve long periods of rather 
continuous investment. Partial construction on large projects is unwise during 
a short period of underemployment. Abandonment of a partially finished 
project is not only costly in terms of outlays, but costly in terms of public 
confidence in government’s planning ability. Largely for this reason it is 
rather unlikely that work on long-term projects will be terminated when the 
business cycle no longer requires heavy governmental outlays. 

When business activity has turned upward and taken on momentum, how 
can we know at what points public works should be tapered off or terminated? 
It is healthy to recognize that the state of knowledge is such that there will 
be no exact indicators at hand. Decisions of this sort will be made on the 
basis of a sort of expert hunch — an evaluation of the strength of the upward 
movement in terms of several related indexes. When the capital goods in- 
dustries show substantial recovery in terms of private orders, when the price 
indexes begin to show those rising tendencies which indicate the absorption 
of excess capacity to produce in the economy, and when employment offices 
register a notable strengthening in the private demand for labor, it is time 
for government projects to taper off. As projects are completed, new projects 
are not undertaken. It is important, however, that government spending be 
tapered off and not terminated abruptly so as to cause shock to the private 
sectors of the economy. 

Selection and timing of public works require careful selection of projects 
and their integration into a long-range plan. The plan will, however, be 
constantly subject to change as new projects force themselves to the top of 
the list. It can never be a blueprint which can be placed on the shelf for fu- 
ture use ff and when depression appears. It must remain adaptable to varying 
conditions, and it must be subject to major revision from time to time. De- 
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pressions of varying intensity, varying degrees of localization, and varying in 
their external causes will need to be attacked with public works programs 
tailored to particular needs. And it contributes to realistic thinking to keep 
constantly in mind that a severe depression of long duration will require con- 
siderable on-the-spot compromise between immediate necessity and the most 
logical predetermined plan. Even so, a plan is infinitely superior to no plan. 

HOW MUCH SHOULD BE SPENT? 

If accurate and up-to-date (say weekly) statistics were available, and if 
the leverage effects of particular expenditures were subject to accurate fore- 
cast, the determination of the amount of public funds to be injected at any 
time to create full employment could be reduced to a matter of simple formula. 
Government would simply inject the proper quantities of funds into the 
proper channels to off-set the deficiencies in private consumption and invest- 
ment. But in a sprawling economy such as ours, with intricate interrelations, 
statistics lack both accuracy and currency. And the economy being subject to 
the reactions of human beings, whose reactions cannot be reduced to simple 
patterns of cause and effect, forecasting will always be an inexact science. 
We must therefore abandon hope that the administration of fiscal policy can 
ever become a simple matter of the slide rule. 

This is not to say that we should ignore the statistics available, or that the 
currently available statistics should not be improved both in accuracy and 
in currency whenever possible.^® There are already rough rules which can 
be followed in the absence of more refined techniques. For instance, national 
income is now computed by the Department of Commerce on a quarterly 
basis. The velocity of circulating money is subject to computation. By com- 
paring the estimated national income at a full employment level with the 
current level of national income, an estimate of the current deficiency of na- 
tional income can be obtained. Dividing this deficiency by the current aver- 
age velocity of circulating money, a rough figure of the necessary injection 
of government funds can be calculated.^® This method of using existing facts 
to guide policy is only one possible approach. Another would be to use the 

IB A hopeful aspect of the problem is the rather startling demonstrations in economic 
literature that necessity really is the mother of invention. Remarkable advances of both 
a priori and statistical analysis in the face of practical problems crying for early solution 
are characteristic in the history of economic thought. The very advance since 1930 in 
knowledge of business cycles and fiscal policy, with which we are hei'e concerned, is a 
case in point. There is little doubt that the requirements of policy, once determined 
upon, will spur the advance toward more useful statistical information. 

16 J, W. Angell has made these computations to show that, with admitted inaccuracies, 
the 1929 level of income could have been maintained through 1932 by expenditure of 
$4.5 billion of government funds per year. This is, of course, calculated in retrospect, 
and thus cannot tell what would have happened if, for instance, government had begun 
a spending program in December, 1929. 
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existing indexes of industrial production, sales of consumption goods, and 
employment, to indicate the deficiencies to be made up. But even reasonably 
accurate estimates of the deficiencies to be countered do not treat the more 
dfficult problem of determining the probable leverage effects of a govern- 
ment dollar spent. 

Useful as it is for the perfecting of the theory of income determination, 
much of the literature which runs in terms of mathematical formulae and 
precise interrelationships of concepts has been misinterpreted to represent 
precise and quantified instruments for the administration of fiscal policy. 
Such hypothetical models are invariably grounded in assumption, while the 
real problem is to substitute fact for assumption. So long as the facts — par- 
ticularly those concerning the future — are seen only through a glass, darkly, 
the mathematical formula will be of limited usefulness. There is, therefore, 
much necessity for the exercise of common sense. General trends are usually 
evident, and particular actions pointed in the correct direction can be modi- 
fied if found to be too strong or too weak. Thus, if policy is plaimed intelli- 
gently, avoiding as many as possible of the negating influences enumerated 
and discussed in Chapter 5, rules of thumb are not essential to its success. 
For then the job is to get the spending program rolling, being constantly 
aware of the fact that too little spending is more dangerous than too much. 

INCORPORATION OF CYCLICAL PUBLIC WORKS 
PLANS INTO BUDGETARY PROCEDURES 

Many of the adherents of public works planning for counter-cycle pur- 
poses believe that such a program requires a separate budget for such ex- 
penditures. There appear to be two reasons for this belief. The first is that 
the period of depression and deficit spending does not comcide with the fiscal 
year calendar. This being the case, the program must normally be budgeted 
over a longer — or at least a different — ^period than is usually covered by the 
annual budget. So far as continuing the appropriations until the emergency 
is past is concerned, if Congress has declared its intent to promote stabiliza- 
tion at a high level, continued appropriations can be expected. Actually, 
this element of the budget requires much more frequent review by the ap- 
propriating body than do most governmental functions, since its current suc- 
cess or failure — and therefore its financial requirements — must be constantly 
measured. It is thus difficult to see why a separate budget is desirable, in 
view of the elasticity provided by deficiency appropriations. 

The second reason for recommending a separate public works budget ap- 
pears to be the traditional fear of unbalanced budgets. However, as con- 
cluded in Chapter 2, even though the causes of budgetary unbalance are 
extraordinary, the division into a balanced ordinary budget and an unbalanced 
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extraordinary budget performs no magic with respect to the total extent of 
unbalance. A government which is mature enough in its thinking to imder- 
take seriously counter-cycle fiscal policy should be mature enough to un- 
dertake it without sugar-coating. The long-run advantages of budgetary unity 
and inclusiveness would considerably outweigh the presumed advantage of 
separate budgeting of public works. This in no way denies that counter-cycle 
appropriations demand consideration from a special point of view and with 
an understanding of the reasons for their necessity. But if this were cause 
for a separate budget, it would be applicable to many other functions on 
identical grounds. 

Adequate preparation for depression public works plans as a continuing 
governmental policy would require creation of a special agency to conduct 
planning research and to make recommendations to the President. This 
agency would necessarily require the services of two types of specialists: 
engineers to exercise technical judgment of projects in their relation to the 
whole public works plan and to work out myriads of engineering details in 
connection with them, and economists, whose responsibility would be that 
of measuring counter-cyclical needs in terms of the current state of employ- 
ment, determining ways and means of maximizing leverage effects, and gen- 
eral research in the whole field of fiscal policy in relation to the level of 
employment and productivity. It goes without saying that, business confidence 
being so important a factor in the success of the program, the work of the 
commission must be closely tied to the general business field. It is important 
that the views of mtelligent business be constantly regarded as a necessary 
datum in analyses by the commission; that the voice of busmess be used so 
far as possible to steer fiscal policy in the right direction, rather than to allow 
business to become consistently obstructionist. 

It is believed that the detailed structure, powers, and responsibilities of 
this commission lie outside the scope of this book. Its position should be that 
of a research organization, advising the President on fiscal policy (including, 
of course, compensatory taxation as well as compensatory spending). The 
President’s budget recommendations would then include the recommenda- 
tions of this commission. The position of the budget bureau would in no 
significant way be changed. Nor would the appropriation function of the 
legislative branch be changed.^'^ In hearings before appropriation committees 
the anti-cyclical policy commission would doubtless be called upon frequently 

IT Although such cyclical use of fiscal policy as is contemplated here would demoa* 
strate again the basic absurdity of the “legislative budget” ceiling provided for in the 
Reorganization Act of 1946. The “strait-jacket” principle of budgeting, unless honored 
in the breach rather than the observance, is an ill-fitting garment to be worn by govern- 
ment one of whose major functions is to promote the general welfare in a dynamic and 
unstable economy. 
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to justify its recommendations. On the whole, therefore, adoption of a per- 
manent policy of using fiscal instruments to influence national income would 
involve no significant change in governmental organization or in budgetary 
procedure. 

INTEGRATION OF FEDERAL, STATE, AND 
LOCAL FISCAL POLICY 

The federal government cannot legally exercise direct control over the 
fiscal policies of state and local governments. Yet, if state and local govern- 
ments were to follow their natural inclinations relative to public works, 
their policies would be largely in opposition to those contemplated in federal 
public works planning. The tax systems of state and local governments are 
both more rigid (less elastic) than those of the federal government, and more 
burdensome upon the lower income groups. Property taxes, fees and licenses, 
sales taxes, and many business taxes, do not adjust themselves with any de- 
gree of nicety to changes in net income, which is the only real measure of 
ability to pay. These same revenue measures, at least as applied in practice, 
tend to impose greater real sacrifice on those in the lower income classes,, 
Furthermore, state and local governments — particularly the latter — operate 
under far more rigid limitations upon borrowing than does the federal gov- 
ernment. Formal debt limits ate more rigid, popular objection to local bor- 
rowing is more firmly intrenched, and capital markets to which they may 
turn are more limited. 

At the same time, the administration of counter-cycle policy requires ex- 
tensive state and local participation. The home relief problem is — adminis- 
tratively at least — essentially a local problem. A large proportion of scheduled 
public works projects will be local in nature. From all points of view, it is 
reasonable that there should be state and/or local financial participation. 

The natural inclination of state and local governments is to expand pub- 
lic works in prosperity and contract them in depression. If public works or 
relief projects are carried on hi depression there is great pressure to finance 
these emergency activities out of current tax revenues. Unless state and local 
fiscal policy can be integrated with federal counter-cycle policy, the two 
are at loggerheads. In depression what is required is ( 1 ) increase of expendi- 
ture, and (2) decrease in taxes, particularly those which tend to encroach 
upon expenditures for consumption. Thus if state and local governments were 
to follow their natural inclinations, their policies would naturally accentuate 
the cycle. At the very least they would partially vitiate the effect of federal 
counter-cycle policy. 

Even if it were desirable on general grounds, which it probably is not. 
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to make state and local governments administrative subsidiaries of the fed- 
eral government, such a revolutionary change in governmental structure is 
not feasible. The alternative is to induce cooperation of local governments 
with the federal government in matters of fiscal policy. Two approaches to 
the problem hold some promise: (1) selling state and local governments on 
the desirability of counter-cycle policy, and (2) widespread use of federal 
subsidies in the form of grants-in-aid. 

Concerning the first, convincing analysis of the cycle and the potentiali- 
ties for control may have some effect upon public thinking. Public works 
planning at the state and local levels should help to sell counter-cycle policy 
by demonstrating the possibilities for long-run improvements. This has been 
done extensively through the activities of state and local planning boards 
fostered during the thirties by the federal government. Such plans should be 
given wide publicity. The desired results are adoption of counter-cycle fiscal 
thinking, with consequent revision of tax systems so as to reduce regressive- 
ness, acceptance of the principle of deficit spending in depression, and relaxa- 
tion of debt controls as they relate to emergency borrowing. 

State and local governments can hardly be blamed for showing less en- 
thusiasm for counter-cycle policy than have federal officials. Control of the 
typically national phenomenon of depression logically points to responsi- 
bility for its mitigation or cure by the federal government, whose cognizance 
is co-extensive with the national economy. Further, our analysis has certainly 
implied that the income-inducing effects of local expenditure are by no means 
confined to the local area. Public works require expenditure for materials and 
for specialized labor which immediately produces income to persons outside 
the locality. And even those local citizens employed on local projects spend 
their income for goods which carry funds outside the community. Local gov- 
ernments thus do not willingly incur debt in order to spend funds which are 
re-spent only in small amounts withm the locality. This points to the neces- 
sity for an integrated national policy, demonstrating that the income of a 
community gains not only from its own expenditures, but from those of other 
communities. 

The use of grants-in-aid by the federal government can produce much 
more immediate results. Federal taxes are progressive in over-all effect and 
therefore less burdensome. Federal borrowing can be done more cheaply. 
Thus, the use of federal financial resources is highly recommended as an as- 
sistance to state and local governments. But more important still, the offer 
of grants goes far to overcome state and local resistance to spending for 
public works in depression. State and local governments are thus encouraged 
to borrow to take advantage of public works at half price. To the extent 
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that this is done, their natural inclinations may be relied upon to use surplus 
tax revenues in prosperity to retire depression-incurred debt. 

PUBLIC EXPENDITURES: SUMMARY 

In Chapter 3 we noted the rise of governmental expenditures at all levels. 
The largest single item accounting for this rise has been frequent and ex- 
pensive wars. War expenditures rise to astronomical heights during the actual 
fighting, but are largely responsible for new higher levels of post-war ex- 
penditure on account of (1) interest on the war-incurred debt, (2) bonuses, 
pensions, grants, and care of the war-disabled and their dependents, and (3) 
retention of war-created non-military activities which become more or less 
permanent parts of the governmental establishment. Nearly all war-created 
increases in expenditures occur at the federal level, although without sig- 
nificant changes in functions at other governmental levels the post-war in- 
heritance of high prices will increase the dollar level of expenditures all 
around. 

Second in importance has been the marked expansion at all governmental 
levels since 1930 of welfare activities. Constantly expanding expenditures 
for highways and education have been notable at the state and local levels, 
and are indicative of the observed trend toward more and better governmental 
services generally. 

However, Chapter 3 analyzed trends and causes of expenditure increase 
only from the traditional point of view of the value of the services per se 
to citizens. By analysis of material welfare of a society in terms of national 
income (Chapter 4) the very considerable social cost of idle productive 
resources was demonstrated. It was further seen that national income fluctu- 
ates from period to period as more or less of the hicome of one period is 
spent to become income in the next. The failure to re-spend income was seen 
to result partly from the size of income, but mainly from the recurrent tend- 
ency for anticipations to fall. In prosperity the tendency to dishoard and to 
introduce “new money” makes possible the expenditure in one period of 
more than the income of the preceding period. 

Since the business cycle is a cycle of spending (for consumption and in- 
vestment), it is evident that government spending is not only an item of 
significance in the cycle, but holds real possibilities for regulation of the 
cycle. Government funds may not only help to fill in the troughs of de- 
ficiencies in national income, but under proper circumstances may generate 
increases in private spending which constitute recovery and prosperity. Thus, 
the measure of usefulness of public expenditure extends far beyond the use- 
fulness of the immediate service. The expenditure buys public services and 
public projects, but at the same time it buys income for the nation. 
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The techniques employed in administering anti-cyclical public expendi- 
tures have a great deal to do with the success of the policy. For even in 
severe depression public expenditures will be small in relation to private 
expenditures. If, therefore, public expenditure techniques contribute to a 
decline in private anticipations, the effect may be further net decline in total 
expenditures. Policy requirements in this respect were analyzed in Chapters 
5 and 6. 

Though the present state of knowledge is imperfect in the sense that it 
contains areas of a priori conclusions as yet unproved by experience, analysis 
and experience justify the following propositions: 

1. Government expenditures can and do affect the level of national income 
significantly. 

2. Cyclical waves of costly underemployment are characteristic of the 
private economy and therefore virtually inevitable in the absence of external 
manipulation. 

3. The social costs of such unemployment are so great as to require the 
undertaking of any measures which give even reasonable promise of mitiga- 
tion and cure. 

4. A government with a mandate from its people to “promote the general 
welfare” cannot ignore the greatest single cause of recurrent decline in eco- 
nomic welfare. 

5. Although sheer weight of public expenditure in sufficient volume will 
accomplish substitution of public for private income, and therefore probably 
render depression less severe, generation of recovery requires the choice of 
proper techniques in order to take full advantage of multiplier and accelera- 
tion effects. 

6. Governmental determination to utilize its vast economic power for miti- 
gation and cure of depression, implemented by careful research into economic 
realities and careful programming of useful works should go a long way 
toward obviating any serious counteraction resulting from distintegration of 
private “confidence.” 

7. In the absence of declared governmental intentions and prepared gov- 
ernmental plans, it is inevitable that government expenditures will greatly 
increase willy-nilly for humanitarian relief purposes. These and possibly ad- 
ditional funds could, if properly timed and placed into the proper channels 
under the proper conditions, accomplish results both in generated income 
and useful projects far beyond their economic and social costs. 

RECOMMENDED READINGS 

Clark, J. M., Economics of Planning Public Works, Washington, National 
Planning Board, 1935. 
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The standard work on the subject. Can be verj' profitably read in its entirety. 
Especially recommended, if time does not permit reading the whole, are Chap- 
ters 1, 2, 3, 4, 6, 9, 10, 16. 

Hansen, A. H., Economic Policy and Full Employment, N. Y., McGraw-Hill, 
1947, Part Three. 

This is an enlightening and current description of governmental programs to 
promote full employment in England, Canada, Australia, Sweden, and the 
United States. 

Harris, S. E., Economic Planning, N. Y., Knopf, 1949, Chapters 1, 4, 9. 

The chapters selected are introductory to the subject (1) and deal with recent 
federal experience in the United States (4, 9). The materials aie pertinent and 
practical in orientation. Other chapters deal with planning experience in other 
countries. 



CHAPTER 7 PUBLIC DEBT: 

ITS NATURE 

AND ITS MANAGEMENT 


Government debt arises out of borrowing by the treasury from banks, 
business organizations, and individuals. The debt is in the form of promises 
by the treasury to pay to the holders of these promises a principal sum and 
in most instances interest on that principal. Borrowing by the treasury takes 
place when current revenue receipts (see Chapter 2) are inadequate to main- 
tain a treasury cash balance of sufficient size to meet current cost payments.^ 
In this case borrowing is resorted to in order to provide funds for financing 
a current budget deficit. Such current deficit borrowing results in a net addi- 
tion to public debt. In recent fiscal years, however, a major part of federal 
government borrowing has been undertaken to provide funds with which to 
replace maturing obligations in the already existing debt. For when a treas- 
ury obligation matures (its principal being due) the treasury must either pay 
the principal sum out of current budget surplus (excess of revenue receipts 
over cost payments) or borrow new funds to retire old debt. The federal 
government ran consistent annual deficits between 1930 and 1946, and thus 
maturing obligations in the public defat had to be retired with funds pro- 
cured by new borrowing. Such debt operations do not, obviously, result in 
net increase in public debt outstanding. 

GROSS DEBT AND NET DEBT 

The treasury’s gross debt includes the principal sum of all treasury debt 
obligations outstanding. Debt obligations are those represented by “securi- 
ties”; i.e., actual contractual promises to pay. At any moment the treasury 
may owe accrued but unpaid salaries of government employees; if govern- 
ment workers are paid every two weeks, at any time between pay days sal- 
aries will have accrued but will be unpaid. Such accrued current expenses 
are not a part of gross debt. Because of the mechanics of payment there may 
be outstanding at any moment considerable amounts of claims against the 


1 Interest on the public debt is, of course, a cost payment. 
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government for materials purchased, or damages awarded. These are also 
accrued current expenses and do not enter into the total of gross debt, al- 
though debt may necessarily be later incurred to meet these expenses. 

Special mention should be made of proper treatment of interest in con- 
nection with gross debt. At any moment of time interest will have accrued 
on the debt, whether or not it is immediately payable. In neither case is it 
properly a part of gross debt. However, in reporting gross debt the treasury 
does include interest on some issues. Two examples of this are statistically im- 
portant. Series E savings bonds accumulate interest during their life and 
add this interest (compounded) to the principal. A Series E bond purchased 
for $18.75 matures in just under ten years, at which time government pays 
the holder $25.00. The difference between $18.75 and $25.00 is compound 
interest at 3 per cent for 9% years. During the liEe of the bond, however, it 
may be redeemed for $18.75 plus accrued interest (modified by a redemption 
schedule designed to encourage holding the bond until maturity). At any 
time, therefore, before maturity the Treasury stands ready to pay the prin- 
cipal plus a stated amount of interest, and in reporting the gross amount of 
such bonds outstanding at any given moment the Treasury states their cur- 
rent amount including accumulated interest. A second example is that of 
Treasury Bills, 90-day obligations sold on a “discount” basis. The purchaser 
pays the Treasury an amount which is less than the matured value of the 
Bill, this discount representing interest for the period until maturity. In re- 
porting the gross amount of such securities outstanding at any moment the 
final or matured value is reported; thus gross debt in this case also includes 
interest. In cases of this sort it is important to recognize that the reported 
figures of gross debt depart somewhat from our definition, though tlie degree 
of technical error m the reported statistics is not large. 

The determination of net debt involves subtraction from gross debt of 
the amounts of funds on hand or dedicated to debt retirement. Amounts in 
the sinking fund are assets set aside for the purpose of retirement of debt, 
and are therefore deductible from gross debt. By this deduction we come 
closer to a useful figure of the actual debt position of the treasury. 

A second deduction from gross debt is the amount of the treasury bal- 
ance — either in cash or in bank deposits. The treasury balance represents 
liquid assets which may or may not be used for debt retirement. If borrow- 
ing is undertaken to build up the cash balance, the net debtor position of 
the treasury is actually unchanged, since the addition to gross debt is equal 
to the increase in treasury liquid assets. Operation of the treasury at a sur- 
plus will result in an increase in the treasury balance until it is used for debt 
retirement. The treasury balance can thus increase from two (and only two) 
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sources: new borrowing and a current excess of receipts over payments. In 
either case the balance should be deducted from gross debt outstanding to 
give a correct picture of the actual (net) debt position of the treasury. 

Net debt is thus the gross debt minus the sum of the sinking fund and the 


treasury balance. The net debtor position of the United States Treasury 
of June 30, 1951, is calculated as follows (in millions) : ^ 

Gross Debt 

General Fund Balance 
Sinking Fund Balance 

7,290 

7,818 

$255,186 

15,108 

Net Debt 


$240,078 


The net debtor position of the treasury is of significance for certain purposes. 
It obviously possesses elements of reality not possessed by figures of gross 
debt. For instance, retirement of debt by permanent reduction in the treasury 
balance, such as took place during 1946, showed marked decrease in gross 
debt even though the treasury was currently operating at a deficit. In such 
a case net debt, remaining virtually unchanged, is a far better measure of debt 
condition than is gross debt. Nevertheless, net debt may be misleading un- 
less correctly interpreted. An increase in gross debt may create no immediate 
increase in net debt, since the proceeds of borrowing increase the treasury 
balance. Over a longer period the use of the treasury balance to meet current 
expenses wUl increase net debt to correspond to the increase in gross debt. 

Gross public debt receipts and expenditures for the fiscal year 1951 were 
as follows (in millions) : ® 

Public Debt Receipts (New Issues) $138,467 

Public Debt Expenditures (Redemptions) 140,637 

Excess of Expenditures $ 2,170 

The excess of public debt expenditures over receipts represents a decrease 
during the year in the nation’s gross debt. Public debt receipts represent the 
proceeds of sales of government securities during the year. Public debt ex- 
penditures represent payments for retirement of securities during the year. 
It is evident from the figures above that more than the whole of proceeds of 
treasury security sales was used to pay ofli holders of matured or called securi- 
ties. The difference between public debt receipts and expenditures represents 

2 Combined Statement of Receipts, Expenditures and Balances of the United States 
Government, 1951, U. S. Treasury Dept., 1952, pp. 469, 309, 7. 

^Ibid., p. 467. 
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the reduction during the year in gross debt, made possible by treasury surplus 
or by decrease in the treasury balance. 

The excess of public debt expenditures ($2,170 million) shown above 
represents the decrease in gross debt during the year 1951. In that year, 
budget surplus provided both a decrease in gross debt and an increase in 
the treasury balance. The figures for 1951 are as follows (in millions) : * 


Budget Surplus 

$3,942 

Increase in Treasury Balance 

1,772 

Decrease in Gross Debt 

$2,170 


Summarizing the factors responsible for change in gross debt, we find 
them to be; 

1. Budget surplus or deficit. Budget deficit inevitably increases gross debt 
unless the deficit is met by a reduction in the cash balance; the excess of cost 
payments over revenue receipts usually requires resort to new borrowing. 
Budget surplus may be used to reduce debt; on the other hand it may increase 
the cash balance without reducing gross debt. 

2. Increase or decrease in the treasury balance. An increase in the balance 
will be accompanied by an increase in gross debt unless the increase in bal- 
ance is provided by a budget surplus. A decrease in the cash balance will 
reduce gross debt to the extent that funds are used for debt retirement and 
not to cover a budget deficit. 

3. Decrease in the sinking fund balance. Since the sinking fund is dedi- 
cated to debt retirement a reduction in the sinking fund balance, without off- 
setting new borrowing for current expenses or to increase the cash balance, 
represents reduction in gross debt. 

It follows from our previous discussion that change in net debt can occur 
only on account of budget surplus or deficit. Increase or decrease in gross 
debt resulting in increase or decrease of the treasury balance leaves net debt 
unchanged. Decrease in gross debt by expenditure from the sinking fund 
likewise leaves net debt unchanged. 

THE TREND OF GOVERNMENT DEBT 

FEDERAL. The trend of the federal government debt is shown in Table 13. 
Gross debt figures show essentially the behavior over time that one has 
learned to expect from observation of the trend of federal expenditures. It 
is noteworthy that figures of gross debt are in terms of current dollars and 
therefore are not adjusted to changes in the price level. The effect of war 

^Ibid., pp. 7, 469. 
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upon the gross debt is evident: a 38-foId increase between 1860 and 1870; 
a 21-fold increase between 1910 and 1920; a 6-fold increase between 1940 
and 1946. Marked price increase is inherent in all three periods of war in- 
crease; nevertheless the war debt, being fixed in terms of dollars, continues 
at the wartime level even though prices later fall. Percentage increases of 
course tell only a part of the story. The 6-fold increase during the period 
1940-46 represents a dollar increase in gross debt ninety-five times as great 
as does the 38-fold increase during the period 1860-70 and ten times as great 
as the 21 -fold increase between 1910 and 1920. 

TABLE 13 U. S. FEDERAL DEBT, SELECTED YEARS, 1860-1951 b 


END 

OF 

YEAR 

GROSS 

DEBT 

(millions of 
dollars) 

PER 

CAPITA 

GROSS 

DEBT 

(dollars) 

gross debt 

AS % OF 

GROSS 

NATIONAL 

PRODUCT 

1860 

65 

2.06 

1.8 

1870 

2,436 

63.19 

36.2 

1880 

2,091 

41.69 

28.3 

1890 

1,122 

17.92 

9.3 

1900 

1,263 

16.56 

6.9 

1910 

1,147 

12.69 

3.7 

1920 

24,299 

228.33 

28.0 

1925 

20,516 

177.82 

22.7 

1930 

16,185 

131.49 

17.8 

1935 

28,701 

225.07 

39.7 

1940 

42,968 

325.23 

42.9 

1941 

48,961 

367.09 

38.9 

1942 

72,422 

537.13 

44.8 

1943 

136,696 

999.83 

70.5 

1944 

201,003 

1,452.44 

93.8 

1945 

258,682 

1,848.60 

120.3 

1946 

269,422 

1,905.42 

127.6 

1947 

258,286 

1,792.05 

110.6 

1948 

252,292 

1,720.71 

97.8 

1949 

252,770 

1,694.75 

97.9 

1950 

257,357 

1,696.61 

90.5 

1951 

255,221 

1,653.37 

77.5 


B Gross debt and per capita gross debt figures taken from Annual Report of the 
Secretary of the Treasury, 1951, p. 731. 

Gross National Product figures taken from the following sources: 1860-1910 from 
W. I. King, Wealth and Income of the People of the United States, N. Y., Macmillan, 
1915, p. 129; 1920 and 1925 from Mary S. Painter, “Estimates of Gross National Prod- 
uct, 1919-1928”; in Federal Reserve Bulletin, September, 1945, p. 873; 1930 through 
1951 from Survey of Current Business, July, 1952, pp. 12, 13. 

Admittedly the figures of Gross National Product are not exactly comparable and 
therefore do not provide an entirely consistent series. King defines his “national income” 
as “the total product of the efforts of the citizens” (p. 124), which appears to he a 
close approximation to gross national product. Painter’s estimates use the pre-1947 De- 
partment of Commerce definition of gross national product. 
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The period 1870-1910 shows reduction of debt from the Civil War level 
and relative stability throughout the period. The decade following 1920 
demonstrates consistent debt reduction at a rate averaging about $1 billion 
per year. This is due very largely to a relatively high level of economic ac- 
tivity and the high productivity during the post-war period of the tax system 
introduced during the war. The budget surpluses of the twenties cannot be 
said to have resulted from conscious determination to tax heavily for purposes 
of debt reduction; rather the surpluses accumulated in spite of persistent tax- 
rate reduction. Preliminary attention is invited, in terms of the experience of 
the twenties, to the extreme importance of a high level of business activity 
and national income, both in facilitating debt retirement and in moderating 
the burden of high debt.® The study in Chapter 3 of the new crop of govern- 
mental functions introduced during the depression decade of the thirties ex- 
plains the new debt increase which began in 1931 and continued until 1940. 
Debt increase greatly accelerated during World War II, for obvious reasons. 

The significant reduction in gross debt between 1946 and 1947 was ac- 
complished by the use of an abnormally large treasury balance to retire debt. 
Just after termination of hostilities the Victory Loan had produced large 
amounts of cash funds for the treasury. The cutback in military expenditures 
was more drastic than expected, while current tax revenues remained high, 
making possible the use of the treasury balance for debt retirement. The debt 
was thus reduced by ten billions during the early months of calendar 1946 
(the gross debt having reached $279 billion by the end of the war) and a 
further decrease of about ten billions occurred by June 30, 1947. This re- 
markable reduction in gross debt, however, was not paralleled by reduction 
in net debt. To the extent that gross debt reduction was accomplished by 
use of the cash balance, net debt remained unchanged. 

Per capita gross debt shows essentially the same increase as does total 
gross debt, though the over-all increase is moderated by the growth of popu- 
lation. Total gross debt increased approximately 4000 times between 1860 
and 1946; during the same period per capita debt increased by less than 
one-fourth that amount, The effect of population growth upon the per capita 
debt is most marked between 1870 and 1910. During this period population 
increased roughly two and one-half times. 

The column in Table 13 which relates gross debt to gross national product 
demonstrates a further noteworthy modification of the raw figures of gross 
debt increase. Here the over-all increase between 1860 and 1946 is 77 times. 
The remarkable increases in productivity and the price level following World 
War II account for the marked decline in the ratio of gross debt to gross 

® This matter will be discussed in detail in Chapter 9. 
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national product during that period. Conclusions as to the significance of the 
gross debt-gross product ratio are discouraged at this point in our study, 
since there is great danger of overemphasizing the importance of the capital 
sum of that debt. Nevertheless it should be said that from almost any point 
of view the gross debt-gross product ratio is a more important datum for 
economic investigation of debt problems than is either total gross debt or per 
capita debt. 

STATE AND LOCAL. Table 14 gives figures for selected years of state 
and local government gross debt. The state debt figures are dependably ac- 
curate and complete, and are valid in showing both the trend of state debt 
and its absolute amounts. The local government debt figures are far less de- 
pendable; the multiplicity of local governments in the United States makes 
complete coverage all but impossible. The local figures include debts of 
counties, cities, townships, school districts, and special districts, and are by 
no means complete for the whole nation. Granting these limitations, the local 
figures are useful in indicating the trend over a period of time. Table 14 
does not show state and local debt as per capita or as a percentage of gross 
national product, as was done in Table 13 for federal debt. The reason is 
that such averages are essentially meaningless on a nation-wide basis when 
the governmental units observed vary so widely. 

TABLE 14 STATE AND LOCAL GROSS DEBT, SELECTED YEARS, 1902-1950 T 


YEAR 

STATE DEBT 

($ milliom) 

LOCAL DEBT 
{$ millions) 

1902 

270 

1,925 

1912 

423 

4,075 

1922 

1,163 

9,093 

1932 

2,896 

16,680 

1940 

3,526 

16,720 

1942 

3,211 

16,479 

1944 

2,768 

14,703 

1945 

2,425 

14,164 

1946 

2,358 

13,564 

1947 

2,978 

13,847 

1948 

3,722 

14,980 

1949 

4,024 

16,851 

1950 

5,323 

18,324 


The statistics of state and local debt increase are by no means as striking 
as are those of the federal government presented in Table 13. Nevertheless 
the patterns are comparable, with two exceptions; the decade of the twenties. 


Taken from Statistical Abstract of the United States, 1951, p. 353. 
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during which state and local debt rose rapidly while federal debt was gradu- 
ally pared down, and the World War II period, during which state and local 
governments reduced debt while the federal debt sky-rocketed. The latter 
exception requires no explanation, since- state and local revenues rose with 
war business activity and construction outlays could not be made. 

The former exception requires investigation into the causes of the rise of 
state and local debt during the twenties, while federal debt was being re- 
duced. Unfortunately, complete statistics of the type desired are not available. 
However, of all divisions of local government, the larger share of debt out- 
standing is that of cities over 30,000 population, for which statistics are 
available. In 1930 such cities had outstanding a combined gross debt of 
914 billion dollars.® Four classes of functions made up almost 80 per cent of 
this gross debt. They are: 


Water supply systems 

30.0% 

Schools 

17.5% 

All other public service enterprises 

15.5% 

Roadways 

15.1% 

Total 

78.1% 


The state governments combined had gross debt of $2350 million in 1930. 
Of this total, 56 per cent was incurred for highway purposes, with no other 
purpose accounting for over 10 per cent.® The $1317 million of highway debt 
is considerably higher than the total of all state debt in 1922, as indicated 
in Table 14. 

The evidence is therefore clear that during the decade of the twenties ad- 
ditional state and local debt was incurred largely for highways, schools, water 
supply systems, and other public service enterprises. The causes of debt in- 
crease are thus comparable to the causes of state and local expenditure in- 
crease during the same period. The exception is public service enterprises, 
which are normally purchased or constructed under bond issues. Only a small 
proportion of highway or school expenditures is normally met with bor- 
rowed funds. In the statistics of expenditures they are therefore more sig- 
nificant than in the statistics of debt, while the reverse is true of public 
service enterprises. During the decade of the twenties, federal debt was being 
reduced by a high level of taxation and a relatively constant level of expendi- 
tures, while state and local governments made heavy expenditures while rev- 
enues remained relatively constant. 

8 Financial Statistics of Cities, 1930, p. 520. 

^Statistical Abstract of the United States, 1932, p. 211. 
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COMPOSITION OF THE FEDERAL DEBT 

The securities making up the federal government debt may be separated 
into categories based upon three different bases of classification. The first 
classification distinguishes interest-bearing from non-interest-bearing debt. 
The second distinguishes securities available for purchase by the public from 
those special issues which can be held only by specified owners. The third 
distinguishes securities from one another on the basis of maturities — i.e., the 
time elapsing between the date of issue and the date on which the principal 
is payable. 


TABLE 15 COMPOSITION OF THE FEDERAL DEBT, JUNE 30, 1951 lo 





OUTSTANDING 

CLASS AND TYPE 

MATURITIES 

INTEREST 

(millions 

OF SECURITY 

(from issue date) 

RATES (%) 

of dollars) 

I. Interest-bearing Debt 




A. Public Issues 




1. Bonds 




a. Treasury Bonds 

10-31 yrs. 

2-3 

93,358 

b. Savings Bonds 

10-12 yrs. 

2-2.9 

57,560 

c. Other Bonds 

5-50 yrs. 

2-3 

515 

Total Bonds 



151,433 

2. Notes 

13 mos.-5 yrs., 
except tax series 

1.07-W4 

43,606 

3. Certificates of Indebt- 



edness 

9Vi mos.; 1 yr. 

m 

9,514 

4. Bills 

B. Special Issues 

91, 92 days 

1.399 

13,614 

1. Notes 

2. Certificates of Indebt- 

5 yrs. 

11/4-4 

13,981 

edness 

lyr. 

21/8-4 

20,667 

Total Interest-hearing Debt 



252,821 

II. Non-interest-bearing Debt 




A. Matured Debt on Which 




Interest Has Ceased 

matured 

— 

507 

B. Savings Stamps; Thrift 



52 

Stamps 

at any time 

0 

C. Excess Profits Tax Re- 




fund Bonds 

1 yr. 

0 

2 

D. International Monetary 




Fund Notes 

on demand 

0 

1,283 

E. Currency 

on demand 

0 

681 

Total Non-interest-bearing Debt 



2,525 

Total Gross Debt 



255,342 


10 From Annual Report of the Secretary of the Treasury, 1951, pp. 740-753. Totals 
are not exact sums because of lounding. 



U4 


PUBLIC DEBT; ITS NATURE AND ITS MANAGEMENT 


Table 15 presents the composition of the federal debt existing June 30, 
1951, combining all three types of classification mentioned above. We shall 
discuss the separate classifications individually by reference to the table. 

INTEREST-BEARING AND NON-INTEREST-BEARING DEBT. The 
non-interest-bearing items of the debt are seen to be quantitatively unim- 
portant. They are composed of five classes, as indicated in Table 15. When 
securities mature or are called for payment prior to maturity, interest 
ceases. At any time some called or matured securities may remain out- 
standing, owing to loss or destruction, or ignorance or inertia of the holder. 
The fact that matured securities have not been redeemed does not excuse 
government from its obligation to repay the principal of these securities, 
and their principal remains a part of the gross debt. Savings and Thrift 
Stamps were sold during the second and first world wars, respectively, to 
those who wished to save in amounts too small to permit purchase of bonds. 
The expectation was that these stamps would be accumulated by the pur- 
chaser until they could be exchanged for a bond. The stamps, however, bore 
no interest. The Excess Profits Tax Refund Bonds arose out of a provision in 
the World War II excess profits tax which permitted a corporation to take a 
10 per cent credit against its tax in non-interest-bearing bonds redeemable 
after cessation of hostilities.^® The International Monetary Fund Notes repre- 
sent the quota subscription of the United States to the assets of the Fund. 
These notes are non-negotiable, pay no interest, and are payable on demand. 
The “Currency” item is the Treasury’s legal obligation to redeem currency; 
it is made up principally of obligations — ^now largely inactive — to redeem 
national bank notes and “greenbacks.” 

Individual items in the category of interest-bearing debt vary in the amount 
of interest paid and in the method of paying interest. The spread of interest 
rates for particular types of securities shown in Table 15 represents only the 
upper and lower limits, and therefore does not indicate the preponderant 
rates on each class of security outstanding. 

The Treasury’s computed average interest rate on each of several security 
classes for selected recent years is shown in Table 16. 

In general, lower interest rates have been evident as we move from long- 
term securities to short-term securities. This is accounted for largely in terms 
of the liquidity of the investment to the holder. Temporarily idle funds or 
newly created bank reserves can be invested in 90-day biUs at an extremely 

Most bonds are “callable,” providing an option to the borrower to repay principal 
at any time after a stated date and prior to stated maturity. 

12 The Tax Adjustment Act of 1945 eliminated the basis for issue of these bonds. 
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low rate, while long-term bonds appeal to the individual or institutional in- 
vestor, and must carry rates of interest somewhat higher to discount the pos- 
sibility of a future rise in interest rates. 

TABLE 16 COMPUTED ANNUAL INTEREST CHARGE BY SECURITY 
CLASSES, SELECTED YEARS, 1942-51 is 



1942 

(%) 

1945 

{%) 

1948 

{%) 

1951 

(%) 

Savings Bonds 

i.m 

2.789 

2.759 

2.742 

Marketable Treasury Bonds 

2.680 

2.314 

2.309 

. 2.327 

“ Treasury Notes 

1.092 

1.204 

1.204 

1.399 

“ Certificates 

.564 

.875 

1.042 

1.875 

“ Treasury Bills 

.360 

.381 

1.014 

1.569 


The liquidity of an investment depends upon the ability (a) to turn it into 
cash quickly, and (b) to realize a price which maintains the seller’s capital. 
A dollar bill is the most highly liquid asset conceivable. A 90-day Treasury 
Bill is highly liquid because at the end of its short life it brings par value. A 
20-year Treasury bond, on the other hand, although it would likely find a 
ready market for quick sale, might have to be sold at a discount. If the in- 
terest rate at which funds could be safely invested in the market should rise, 
the market price of existing bonds would fall. This is true because interest 
and principal on the bond are fixed throughout its life by the conditions of 
the bond contract, and no buyer would pay par value for the bond when 
opportunities exist for equally safe investment of his funds elsewhere at higher 
retum.^^ The element of illiquidity inherent in changing market interest rates 


13 From Annual Report of the Secretary of the Treasury, 1951, p. 814. 

1^ The formula for present value of an investment with definite or expected maturity 
A 

is; P = , where P is present value or price one can afford to pay, A is the 

future payment or repayment expected, n is the number of years hence the payment 
or repayment is expected, and r is the rate of return the potential buyer expects to 
receive on investment of his funds. If I am willing to invest in Treasury bonds at 2%, 
I will pay par for a 2% bond. This bond pays 2% on the par value per year and 
returns the principal sum (par value) on maturity. Suppose it is a 20-year 2% bond, 
par value $100, issued today. The present or capital value represents a series of future 
payments, viz. $2 per year interest for 20 years and $100 principal to be repaid at the 
end of 20 years. Substituting in the formula we get: 

$2 , $2 , $2 , I $102 

1.02 (1.02)“ (1.02)“ ^ (1.02)“ 


: $100. 


Now let us suppose that, after holding the bond for ten years, the market rate at 
which equally safe investments can be made rises to 3%. If I could turn my bond into 
$100 cash I could reinvest at 3%, but I can sell it only at a discount, since potential 
buyers can invest at 3%. The amount which a potential buyer could aSord to pay for 
my lO-year-old 2% bond would be: 

' - -1^ -L - -f -1- ... -1- = $91.47 


1.03' + (1.03 y 


(1.03)" 


-b 




(1.03)^ 
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is a major factor in explanation of higher rates on. long-term than on short- 
term securities during a low-interest period. 

Any inclination to explain different rates of interest on different classes of 
government securities solely on “rational” grounds, i.e., on ground of present 
and expected future yields, should be resisted. For there are many technical, 
institutional factors present in the market for these securities. Certain types 
of financial institutions with large amounts of investable funds may be eli- 
gible to purchase certain classes of securities while they are ineligible to pur- 
chase certain others. The great demands which they make for the classes for 
which they are eligible may be reflected in lower interest rates on those 
securities. Another factor may be the policy of the central bank. The ex- 
tremely low rates on the shortest-term securities during World War II re- 
flected Federal Reserve pegging in those markets; when the pegs were 
removed after the war, a significant rise in average interest rates on short- 
term issues is shown in Table 16. Several of these practical factors combined 
to make the average interest rates on notes out of line, i.e., lower than 
shorter-term rates, in 1951. Many of the issues of Treasury Bonds were bank- 
restricted — not available to commercial banks — and bank funds seeking 
longer-term government securities for investment tended to be directed to- 
ward investment in Treasury Notes. At the same time, several recent issues 
of Notes have carried maturities only slightly over one year, encouraging 
their purchase with short-term funds. In general, the rates which various se- 
curities carry reflect the Treasury’s estimate of the rates which will be ac- 
ceptable to investors. Unusual situations will arise to create patterns of rates 
which are explainable only in terms of particular conditions in the invest- 
ment markets, and generalizations are dangerous. 

The comparatively low interest rates on all classes of government debt are 
attributable principally to the safety of those investments. The nation’s great 
resources which stand behind the taxing power, combined with a record of 
government financial integrity, make government securities the safest of 
investments. But other factors contribute to currently low interest rates. Tre- 
mendous individual and business savings play a part in holding down (private 
as well as public) interest rates, and possibly more important is bank credit 
policy in making large bank funds available for investment in the public debt. 
The latter will be analyzed in the chapter following. 

There are two methods of paying interest. The first is the coupon system, 
by which the holder of the security presents coupons to a bank on stipulated 
interest dates and receives his interest. Most bonds, notes, and certificates 
pay interest by this method, payment being made semi-annually. The second 
is the discount system, by which the redemption value of the security in- 
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eludes the accumulated interest. When the security is redeemed at maturity 
(or before) the redemption value combines principal and interest. Such 
securities are sold on a “discount basis,” the buyer paying a price to the 
Treasury which deducts the interest through the life of the security. This 
method of interest payment is typical of Savings Bonds and Treasury Bills. 
In the case of Savings Bonds the Treasury establishes the interest (discount) 
rate payable by establishing the sale price, maturity date, and matured value. 
The small Series E Savings Bond, for instance, issues for $18.75, and at the 
end of 9V3 years pays the holder $25.00. The relation between selling price 
and matured value establishes the interest (discount) rate at 3% com- 
pounded. When Bills are to be sold the Treasury invites bids on a competi- 
tive basis. These bids are prices offered per hundred dollars par value of 
Bills. In this case it is evident that, since the relation between the bid price 
and the par value establishes the rate of discount (interest), the buyer deter- 
mines the rate and not the Treasury, though the Treasury retains the right 
to accept or reject bids. The great advantage of this method to the Treasury 
is that it is assured of obtaining funds at the lowest available interest 
rates.^*^ 

PUBLIC AND SPECIAL ISSUES. Public issues of federal securities are 
available for general purchase by individuals, businesses, and banks. There 
may be limitations upon their purchase, such as the establishment of maxi- 
mum quantities of Savings Bonds purchasable in any one year. The special 
issues are securities issued by the Treasury for investment of government 
trust funds or to make deferred payment to particular classes of persons. 
Examples of the former are special issues of bonds, notes, and certificates 
for investment of reserves of the Government Life Insurance Fund, tlie Na- 
tional Service Life Insurance Fund, the Old Age and Survivors Insurance 
Fund, the Railroad Retirement Fund, the Civil Service Retirement Fund, and 
the Unemployment Trust Fund. An example of the latter is the special issue 
of adjusted service compensation securities in 1936 to make bonus payments 
to World War I veterans; the veterans were paid in securities which could be 
redeemed at any time, but which accumulated interest until their maturity in 
1946. A more recent example is the payment of terminal leave to World 
War II enlisted men by the issue to them of interest-bearing bonds in 1947. 

Two significant situations are inherent in the special issues. The first is 

IB It should not be assumed that the spread in hid prices is wide. Bills are sold prin- 
cipally to banks, which represent a highly organized market. For example, lire highest 
bid accepted for Bills issued June 14, 1951, was $99,632 per $100 par value; the lowest 
was $99,628. {Annual Report of the Secretary of the Treasury, 1951, p. 169.) The 
price of Bills was pegged during the recent war and into 1947 by the readiness of the 
Federal Reserve Banks to buy or sell Bills at % of 1% discount. 
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evident by comparing below the maximum interest rates on public and special 
issues listed in Table 15. 


PUBLIC ISSUES SPECIAL ISSUES 

Notes 1.75 4.0 

Certificates 1.875 4.0 

The special issues in every case represent either investment of reserve funds 
or the payment of soldiers’ bonus. In the case of the former the interest rate 
is determined by actuarial requirements under the retirement or other plan; 
the Treasury is committed to provide these amounts to the various funds, 
whether or not they are called interest. On such issues, therefore, the con- 
sideration paramount in setting the interest rate was the solvency of the 
plan and not the normal desire to obtain funds as cheaply as possible. In 
the case of the latter the high rate of interest was set to encourage veterans 
to hold their securities to maturity rather than to take immediate cash. 

The second — and related — situation is that the special issues represent 
Treasury liabilities which in most cases are assets of other federal govern- 
mental agencies. Unless arrangements are radically changed, the Treasury 
must always have outstanding enough debt to accommodate the investment 
of special trust funds. At the end of fiscal 1951 such funds totaled about 
$41 billion. By no means all of such funds can be expected to continue their 
increase, but the Old Age and Survivors Fund may grow well beyond its 
present $15 billion, depending upon how thoroughly the original reserve plan 
is altered. Although at present considerable debt reduction can occur before 
government reserve plans are embarrassed by the lack of investment outlets 
for their funds, it is worthy of note that embarrassment is conceivable.^® 

MATURITIES. Four types of securities, differentiated by their maturities, 
are distinguishable in Table 15. The maturity dates of bonds vary widely, 
between fitve and fifty years, though these limits in the range of maturities 
furnish little useful information. Study of the descriptions of bond issues 
outstanding at the end of fiscal 1951 shows three concentrations of maturi- 
ties. It must be borne in mind that we are here considering maturities in 
tenns of the time elapsing from issue to maturity; we are not considering the 
dates on which various bonds, issued at different times, will mature. Slightly 

To carry the situation further, the Treasury Department estimated that on May 3 1, 
1952, bank investments in government debt totaled $93 billion, insurance companies 
held $16 billion, and other corporations and associations held $34 billion {Federal Re- 
serve Bulletin, Aug., 1952, p. 914). These three classes of investors held $143 billion 
of government debt. It is clear, therefore, that private business concerns have become 
heavily dependent upon government debt as an outlet for investment funds. 

Annual Report of the Secretary of the Treasury, 1951, pp. 741-8. 
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over two-fifths of all bonds outstanding at the end of fiscal 1951 were issued 
with maturity dates about ten (10—13) years following their issue. Pre- 
dominant in this group are the Series E Savings bonds, of about ten-year 
maturity. About one-seventh had maturity dates of about seventeen (15-18) 
years, and slightly over one-fourth were issued for periods of about twenty- 
six (25-29) years. These three groups account for roughly 85 per cent of 
the bonds outstanding.^® 

The Bonds issued by the federal government represent the long-term bor- 
rowing of the Treasury. Notes range in maturities from thirteen months to 
five years, Certificates mature in one year, and Bills in 91 days. The issue of 
securities of such varying maturities reflects the Treasury’s attempt to tap all 
sources of loanable funds in the market. Only in this way can the cost of 
borrowing (interest) be kept to a minimum. It is, however, important that 
maturities be so ai’ranged that too heavy a strain is not placed upon the 
market at any moment by the necessity of replacing matured loans with new 
borrowing. 

The timmg of maturities on a debt as large and as complex as that of the 
federal government is no small task. The magnitude of operations in replac- 
ing maturing debt during a period of current budget deficit is suggested by 
observing, for example, the experience of a recent period. For the six months, 
March-August, 1952, the Treasury met maturity or call dates in these 
amounts: 


March 

$15,257 

April 

4,805 

May 

6,106 

June 

19,448 

July 

12,124 

August 

7,824 


million 


The sum of these transactions during a six-months period represents about 
one-fourth of the total gross debt outstanding at the end of June in that year. 
This means that the debt was “turning over” at an average rate of once each 
two years. It is therefore not surprising that the Treasury should display a 
consuming desire for stable conditions in the markets for its securities. 


18 Practically all Treasury Bonds (not including Saving Bonds or special issues) are 
“callable” by the Treasury prior to their stipulated maturity date, generally by two to 
five years. Thus, for instance, the “2s of 1953-55” pay coupon interest of 2%, are call- 
able in 1953 and payable in 1955. The callable feature makes possible retirement or 
replacement before maturity, and thus provides some elasticity in the position of the 
borrower with respect to earlier retirement or replacement with new securities prior to 
maturity date. 

From Treasury Bulletin, August and September, 1952, pp. 24, 26 in each issue. 
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RETIREMENT OF DEBT 

In this section we shall be concerned with the retirement of particular 
issues, as well as with net reduction of the debt. It is, of course, true that if 
particular issues are retired and not replaced net reduction in debt occurs. 
But debt management in modern times has involved much more replacement 
of maturing debt than net retirement. 

On page 137, figures were presented showing public debt receipts and ex- 
penditures during fiscal 1951. The proceeds of sales of securities during the 
year amounted to $138 billion. Retirements of securities amounted to $141 
billion. In this year, therefore, a very large volume of new securities was 
sold, in spite of the fact that a net decrease was taking place in gross debt. 
In 1945, a year of huge budget deficit, of $179 billion received from the 
sale of securities two-thirds of the new borrowing was for replacement pur- 
poses, the remainder representing net increase in gross debt. 

REFUNDING. A debt is funded when the Treasury borrows by sale of its 
securities to pay “floating” obligations, such as for services or materials. 
Miscellaneous obligations are thus retired by creating a new group of credi- 
tors holding a single type of security. In the technical sense there is no such 
thing as a “floating debt” of the federal government, and therefore funding 
does not occur at the federal level. Local governments have not infrequently 
paid salaries or purchased materials in “warrants,” which are a form of 
floating debt later funded into longer-term securities or retired out of cur- 
rent revenues. Refundin g is the proc ess of replacing maturing ser.nridpg w ith 
new. Securities may be redeemed becausethey are due or by exercising the 
^ht to “call” prior to maturity. In the latter case government exercises its 
option to take advantage of better current interest rates or to rearrange the 
maturities of outstanding debt. Most refunding operations, however, are 
jundertaken because of the necessity of meeting maturity requirements, 
^ ^uch short-term b orrowing (though not all) is un dertake in anticipa- 
tion of tax c ollections ot long-term borrowing. When Bills ar^ sold 'in an- 
ticipation of tax receipts, it is presumed that these Bills wfll be retired and 
not replaced. However, if the rate of spending is high in relation to taxes, 
tax collections may be largely used up in retiring the Bills, making necessary 
further short-term borrowing after tax date in anticipation of later collections. 
When short-term borrowing occurs in anticipation of long-term borrowing, 
it serves the necessary purpose of making funds immediately available to 
the Treasury. The various war loan campaigns to sell bonds to the general 
public actually performed the immediate function of raising funds largely to 
pay off maturing Bills held by the banks. In addition, they served the highly 
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useful purpose of transferring a larger part of the public debt to the general 
public.^® 

In addition to the replacement of short-term loans by longer-term loans, 
refunding operations ofte n simply r eplace maturing shorter-term securities 
by new securities of lik e type. During fiscaf 1951; maturing Bills were simp’ly 
replac^ by fiEe~issues. The same is true of Savings Bonds. Maturing Cer- 
tificates and Treasury Bonds were partially replaced in their own kind, but 
a major characteristic of the rearrangement of debt during that year was 
the substitution of issues of Treasury Notes for Certificates and Bonds. This 
latter exchange tends to shorten maturities within the total debt, and is done 
either to gain interest advantage or an orderly arrangement of maturity dates. 

CONVERSION. Conversio n is a special type of refunding, undertaken prior 
to maturity of existing loans', ' to"p:ili sonie“paf ticulaf advantage to the Treas- 
ury. It could be undertaken to promote transfer of debt from banks to in-l 
dividuals and institutional investors, to adjust maturities of outstanding debt 
to a more easily manageable pattern,^^ or to reduce interest charges. 

Brief consideration of the large conversion operations of the British gov- 
ernment in 1932 is instructive.^^ The purpose was to reduce interest charges 
on the post-war debt, and the result was to reduce the annual interest rate 
on slightly more than one-third of the debt from just under 5 per cent to less 
than 3V2 per cent. This constituted an annual saving in interest charges of 
roughly £30 million. The problem was to call the existing loans and replace 
them with securities at lower interest rates. In view of the fact that the Treas- 
ury accounts were in questionable balance and the plan was undertaken as 
a measure of relief to government, there was real danger that the market 
would not purchase the reconversion loan at low rates of interest. It was 
partly a question of sturdiness of the investment market against very large 
new financing, and partly a question of confidence in the government. 

The war loans to be converted were called as of December 1, 1932. Hold- 
ers of called bonds were invited to “continue” after that date in bonds of 

20 This is useful to (t) generate widespread participation in the financial aspects of 
the war or emergency effort, and to (2) reduce the inflationary pressure upon prices* 
inherent in accumulated idle funds of individuals. 

21 A proposal was reported in the New York Times, April 8, 1946, to convert part 
of the U. S. federal debt into perpetual debt with no stated maturity date. Such a 
proposal emphasizes the advantages of such securities to institutional investors, and to 
the Treasury, which would then be under no compulsions of the calendar to repay or 
refund. Debt retirement under such a plan would occur either by exercising the option 
to call the bonds for redemption or to purchase them in the open market. 

22 The story is admirably told in a series of articles and notes in The Economist during 
1932, particularly in the Notes “War Loan” (July 2, 1932, p. 10) and “The Full Tale 
of Conversion” (November 5, 1932) . 
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lower interest. No maturity date was established on the new bonds, though 
they could be called at any time after 1952. Holders who notified the gov- 
ernment by July 31, 1932, of their desire to accept conversion bonds in ex- 
change on December 1 were paid a cash bonus of £.1 per £100 of called 
bonds. Those who wished cash for their called bonds were required to so 
notify the government by September 30; the remainder were deemed to have 
accepted conversion. 

The Economist wrote: “Considering that, four months ago, the Govern- 
ment’s credit was on a 4 per cent basis, at best; that sterling has undergone 
since mid-summer a serious depreciation; that fully 4 per cent is still ob- 
tainable on high grade bonds abroad; and that the budget is balanced pre- 
cariously enough, even if we pay no more on War Debt account to the 
United States — the Treasury is entitled to praise for its boldness, adroitness, 
and success.” Successful as the program was, certain features of the cir- 
cumstances which contributed to its success must be mentioned. It was under- 
taken on patriotic grounds, and was thus not successful purely on grounds 
of investor self-interest. The bonus payment for prompt choice to “continue” 
in low-rate bonds undoubtedly helped. Probably one-third of the converted 
debt was held by government departments, banks, and insurance companies, 
upon whom considerable special pressure could be put to lead the conversion 
parade. Probably most efiective in the success of the loan was the current 
trade stagnation, which had created large amounts of savings looking for 
investment outlets. Thus, the Wz per cent yield on conversion securities 
probably measured quite accurately the supply price of funds available for 
investment in government debt. 

The British conversion problem in 1932 was a special one, owing to its 
timing, its magnitude, and the conditions under which it took place. When 
investment funds are readily available at low interest, conversion of a mod- 
erate portion of the debt into securities bearing lower interest can be rela- 
tively simple. Such has actually been the case in the United States. By 
refunding at maturity or conversion prior to maturity the high interest bonds 
of the World War I (and immediate postwar) period still outstanding at 
the end of 1930 had by 1945 been exchanged for lower interest bonds.®* 
Between 1930 and 1945 there was no year without a budget deficit, indi- 
cating that no net retirement of debt could have occurred; issues retired 
must, therefore, have been replaced. In these refunding and conversion op- 
erations the large supplies of otherwise idle investment funds contributed 
greatly to success. 

23 November 5, 1932, p. 824. 

24 With one exception: the % bonds of 1947-52, issued in 1922. 
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THE SINKING FUND. A sinking fund is a fund for retirement (repay- 
ment) of funded debt. The creation of a special fund for this purpose has 
had theoretical justification in the belief that government should impose upon 
itself requirements for orderly debt retirement. The income of the sinking 
fund must, of course, be provided out of general governmental revenues — 
i.e., regular appropriations and/or dedication of certain Treasury revenues 
to the sinking fund. 

A federal sinking fund was first established in 1792, largely because of 
the effectiveness of the arguments of Alexander Hamilton. With the re- 
vision of 1795, certain revenues (principally those from sale of public lands) 
were dedicated to the fund. One of the interesting episodes of American 
financial history occurred in connection with Hamilton’s proposal of a cumu- 
lative element in the sinking fund, by which provision interest on govern- 
ment securities bought by the sinking fund prior to maturity must be paid 
to the fund for further debt retirement. Hamilton’s plan was ridiculed by his 
opponents as an attempt to retire debt without money. It is clearly evident 
that Hamilton’s intention was to have Congress impose upon itself an obli- 
gation to retire debt through the fund at the maximum possible rate, and that 
interest could as well be paid to the sinking fund as to non-governmental 
creditors. Nevertheless, a government dedicated to economy and to the use 
of treasury surplus for debt redrement could accomplish equally large debt 
retirements under most conditions. 

The federal sinking fund now in operation calls for annual appropriations 
from the general fund, measured by a percentage of the amounts of debt con- 
tracted for certain purposes,^® plus the interest which would have been pay- 
able during the year on unmatured bonds and notes purchased or redeemed 
during the year or previous years. The latter provision embodies Hamilton’s 
cumulative sinking fund feature. 

Appropriations to the sinking fund during 1951 amounted to slightly un- 
der two-thirds billion dollars. The sinking fund provisions have not been 
applied to the funded debt in general, but only to specific issues, which ac- 
counts for its meagemess. On the other hand, during a series of deficits, 

25 (a) Under the Victory Liberty Loan Act of 1919, 2^2% of the aggregate amounts 
of Liberty Bonds and Victory Notes outstanding on July 1, 1920, less an amount equal 
to the par amount of any obligation of foreign governments held by the United States 
on July 1, 1920. 

(b) Under the Emergency Relief and Construction Act of 1932, 2Vi% of the ag- 
gregate amount of expenditures from appropriations made or authorized under the Act. 

(c) Under the National Industrial Recovery Act, 214% of the aggregate amount of 
expenditures from appropriations made or authorized under the Act. The appropriation 
under these provisions for 1951 amounted to about $54 billion. 

(Annual Report of the Secretary of the Treasury, 1951, p. 800.) 
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while net new borrowing is constantly going on, there is little point to an 
iron-clad requirement of debt retirement. Even though money is appropri- 
ated to the sinking fund regularly, it is not necessarily used immediately for 
debt retirement. The sinking fund buys securities in the open market. When 
market prices are above par it may be penny wise and pound foolish to pay 
a premium for a security which can be called or paid on maturity at par, 
particularly under conditions of low interest rates. The total of funds avail- 
able to the sinking fund in 1951 was about eight billions, yet the fund retired 
only $.8 billion of securities during the year. 

The use of a sinking fund by the federal government has little to recom- 
mend it. As currently used by the federal government it is well-nigh mean- 
ingless, since accumulation at a rate of one-half billion dollars per year can 
hardly be said to accomplish any of the results intended for such a fund. 
Experience has clearly demonstrated that effective sinking fund provisions 
for orderly debt retirement are not necessary to create confidence of investors 
in federal issues. The more effective the sinking fund is in binding government 
to a significant amount of regular debt retirement, the more effective is the 
barrier to the administration of changing fiscal policy. Surplus revenues con- 
stitute the sole source of funds for net retirement of debt; wise refunding 
and conversion operations offer tlie most desirable tools for managing in- 
terest rates and maturities. 

CONTINGENT LIABILITIES OF THE FEDERAL GOVERNMENT 

The Treasury has contingent liability — an obligation to make good in case 
of default by a primary debtor — in connection with its guarantee of the ob- 
ligations of certain semi-public and public corporations. The simplest and 
most obvious case is that of Federal Reserve Notes, which are note issues 
of the Federal Reserve banks redeemable at the Treasury or at any Fed- 
eral Reserve bank. Since these notes are a prior lien on the assets of the 
Federal Reserve banks the degree of practical liability of the Treasury is so 
slight as hardly to deserve mention. 

During the 1930’s several government corporations were created to ad- 
minister government policies with respect to extending credit to various seg- 
ments of the economy. The largest of these were (are) the Commodity 
Credit Corporation, the Federal Farm Mortgage Corporation, the Federal 
Housing Admmistration, the Federal Public Housing Authority, the Home 
Owners’ Loan Corporation, and the Reconstruction Finance Corporation with 
its many subsidiaries.^® Most such corporations were created to perform lend- 

28 An excellent study of the financial relation between the Treasury and government 
corporations is: H. Walter Hargreaves, “The Guaranteed Security in Federal Finance,” 
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ing functions, which required the raising of loan funds. Two alternatives 
presented themselves: provision of the funds by the Treasury out of the pro- 
ceeds of its own borrowing, or direct borrowing by the agencies from the 
capital market, the securities to be guaranteed by the Treasury. Until 1941 
the latter alternative was adopted. Pursuit of this course was first determined 
upon in the establishment of the RFC in 1932, prior to the “New Deal.” 
The arguments advanced for this course were: (1) By establishing corporate 
independence of the Treasury, there would be less fear of entrance of the 
Treasury into the banking field, and RFC could be a business institution 
immune from bureaucracy; (2) if such a corporation could be set up with 
its own borrowed funds the federal budget would not be unbalanced thereby, 
strengthening government’s ability to stand firm against miscellaneous in- 
flationist groups; (3) the corporation’s debts would be self-liquidating, and 
thus would not be a burden upon taxpayers. It was recognized from the be- 
ginning, however, that Treasury guarantee of principal and interest on the 
corporation’s securities was essential. Otherwise it was highly doubtful that 
funds could be borrowed on favorable terms by a new corporation formed 
expressly to rush in where established financial institutions feared to tread. 

The RFC pattern was applied to other corporations as they were or- 
ganized. Before long, however. Congress violated the independence of these 
corporations by requiring specific loans, and violated the self-liquidating 
character of the loans by requiring certain agencies to pay governmental 
subsidies and providing for Treasury replacement of the impairment of their 
capital which resulted.^^ Since by 1941 the independence and the self-liqui- 
dating aspects of many of these corporations had been seriously qualified, 
the present plan was instituted whereby funds for such corporations were 
henceforth to be provided by the Treasury. The advantages of this system 
are several. The needs of the agencies are coordmatcd with those of the 
Treasury; the Treasury can borrow more cheaply than can the agencies; a 
measure of centralized Treasury control is established, coordinating finan- 
cial policies of these corporations with fiscal policy. 

By the end of fiscal 1951 the amount of Treasury-guaranteed debt of gov- 
ernmental corporations had been reduced from a high of $614 billion to 
slightly over twenty-nine million dollars. However, owing largely to the 
change in policy in 1941, there was outstanding at the end of 1951 approxi- 
mately $9 billion of Treasury debt incurred to raise funds for these cor- 
porations. Although the latter is a direct and not a contingent obligation of 

Journal of Political Economy, Vol. 50, August, 1942. This section leans heavily on Pro- 
fessor Hargreaves’ findings. 

Hargreaves, op. cit., pp. 564-65. 
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the Treasury, it is still largely self-liquidating. Other things being equal, the 
burden of debt incurred to provide capital funds for corporations carrying 
on a lending business is identical, whether the funds are borrowed by the 
corporation and guaranteed by the Treasury or borrowed directly by the 
Treasury and lent to the corporation. If the corporation is self-liquidating, 
both principal and interest of either type of borrowing represent no burden 
upon the taxpayers. The effect of the change in policy in 1941, substituting 
Treasury-borrowed funds to the corporations for funds borrowed by these 
corporations and guaranteed by the Treasury, is to overstate the public debt. 
This is probably preferable to the understatement which results from Treasury 
guarantee of corporation-incurred debt. 

STATE AND LOCAL DEBT 

Much of the preceding discussion applies to state and local as well as to 
federal debt. The power of state and local governments to borrow depends 
upon the confidence of investors in the borrowing government. Considerable 
variation in borrowing power is evident among individual governments; this 
variation is based upon the previous record of the borrowing government, 
the adequacy of tax yields in relation to debt outstanding, the type of securi- 
ties offered, and the condition of the capital market. The important differ- 
ences between state and local borrowing and federal borrowing will be dis- 
cussed under separate headings below. 

A highly useful instrument in state and local borrowing, cutting across 
the classification above, is the serial bond. An issue of serial bonds carries 
varying serial maturities. For instance, a straight twenty-year serial issue 
would provide for the maturity of one-twentieth of the issue each year for 
twenty years. The advantages of serial bond issues are several. Although 
classed as long-term borrowing, they may appeal to investors of short-, inter- 
mediate-, and long-term investment funds, thus utilizing nearly the whole 
capital market. They provide an inherent plan for orderly retirement with- 
out recourse to the sinking fund, and thus appeal both to investors and to 
government. The advantages to government of retirement outside the sink- 
ing fund are regularizing of retirements and economy in accounting. What- 
ever disadvantages serial bonds possess relate to the rigid program of retire- 
ment which they impose upon government. 

MATURITIES. The extensive use of short-term borrowing by the federal 
government is not typical of state and local governments. At the end of 
1951, only about 4 per cent of gross state and city debt outstanding was 
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represented by short-term issues.®® Short-term borrowing is represented by 
bank loans, by scrip and warrants, and by tax- and loan-anticipation cer- 
tificates. Such loans typically have maturities of one year or less. 

The composition of state and city long-term debt in 1951 is indicated in 
the following figures (in millions of dollars) ; 

Total State Debt Outstanding 6,223 


Long-Term Debt 5,974 


Full Faith and Credit 


4,688 


General Obligation 

4,133 



Payable From Non-Tax Revenues 

554 



Non-Guaranteed 


1,286 


Payable Solely from Pledged Earnings 

1,028 



Other 

257 



Short-Term Debt 



249 

Total City Debt Outstanding 




Long-Term Debt 



9,628 

Full Faith and Credit 


8,123 


Non-Guaranteed 


1,505 


Short-Term Debt 



347 


Long-term debt of state and local governments is represented by two gen- 
eral types of bonds : ( 1 ) those bonds which are backed by the full faith and 
credit of the state or local government and (2) those bonds of government 
departments or quasi-govemmental agencies, whose principal and interest 
are not guaranteed by the general governmental treasury. Full faith and 
credit bonds may be “general obligation” bonds, by which is meant that their 
interest and principal are guaranteed by the general revenues of the treas- 
ury; or they may have specific revenues earmarked as the source of interest 
and principal payments. The latter form may be used, for example, when 
bonds are issued for highway construction purposes and specific or general 
highway funds may be pledged behind them, or for property improvements 
to be paid for over a period of time by special assessments. In this case, 
because the bonds are issued under the full faith and credit of the govern- 
ment, if the specified funds prove to be inadequate the obligation must be 
met from general treasury revenues. The security of the guarantee provided 
by full faith and credit makes for lower interest rates generally on this class 
of bonds, and within this class the general obligation bond has usually been 
more attractive to buyers than the type to which specific revenues are pledged. 

28 Computed from figures in Competidium of State Governmeut Finances in 1951, 
p. 41, and Compendium of City Government Finances in 1951, p. 97. The proportion 
of short-term debt would probably have been higher if the state and local governments 
had been forced to borrow heavily during and immediately after World War 11, when 
monetary policy was effectively holding down interest rates on short-term borrowings 
generally. 
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The non-guaranteed bonds of state and local governments have arisen 
principally out of borrowing for governmental business enterprises or quasi- 
business enterprises. Public utility enterprises owned by states or cities are 
frequently capitalized with funds borrowed on non-guaranteed bonds, to 
which the revenues of these enterprises are pledged. A more recent develop- 
ment has been the creation of turnpike authorities to construct and administer 
the finances of toll superhighways. In some cases the creation of an extra- 
governmental authority has been chosen on the grounds that a toll highway 
is in essence a price-charging business enterprise, and should be a self-con- 
tained activity so far as its finances are concerned. In other cases, debt limits 
imposed upon the states have prevented their borrowing the huge amounts 
necessary to construct a superhighway without exceeding the permitted limit. 
Since debt limits generally do not apply to enterprise debt, the creation of 
an autonomous authority, borrowing upon its own credit, and collecting the 
tolls, has provided a way out from under the restriction upon progress im- 
posed by the debt limit. 

INTEREST RATES. Interest rates on borrowings of state and local govern- 
ments vary rather widely. For this reason, average interest rates of all 
governmental units have somewhat limited meaning. For what it is worth, 
however, simple division of gross debt of the 474 largest cities in the United 
States by total interest payments shows an average interest rate of 1.5 per 
cent. The average rate on outstanding securities of the states for 1951 was, 
calculated in the same manner, 2.09 per cent. The computed average interest 
rate on the gross federal debt in 1951 was 2.27 per cent.®® The principal 
reason, beyond the bias mentioned in the footnote, why state and local in- 
terest rates are lower than those for the federal govermnent is to be found 
in the exemption from federal taxes of the interest on most state and local 
securities. In periods of high federal tax rates the tax exemption feature is 
of great importance. 

The pattern of average interest rates shown above represents a reversal 
of the pattern existing during World War II. Then, Federal Reserve policy 
was directed toward support of federal debt issues, and this artificial support 

20 This simple comparison should be used cautiously, both because averages for states 
and local governments are highly abstract figures and because the figures used guar- 
antee a bias in favor of state and local governments. The years selected were years of 
debt increase for state and local governments — approximately a 20% increase for the 
former and 8% for the latter — ^while federal debt was slightly reduced. There are two 
sources of inaccuracy, therefore, in the calculations: (1) debt figures are end-of-year 
figures while interest figures are totals for the year; when debt is rising the divisor in 
the calculation is swollen, reducing the average, and (2) when new debt is being in- 
curred much of that debt is interest-free until six months or a year after issue, and 
consequently some debt incurs no interest charge at all during the period of calculation. 
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was more than enough to offset the tax advantage of state and local securi- 
ties. The gradual relaxation of Federal Reserve support after the war per- 
mitted the tax exemption factor to come into its own. 

DEFA ULT. A debtor who fails to meet principal or interest on its obligations 
is said to be in default. At no time has the federal government defaulted on 
its obligations,^” There are few cases of default by state governments even 
on floating debt, but the record of local governments is not good. It is esti- 
mated that 1120 local governments were in default on bonded obligations 
on February 1, 1933; only six states were without defaulting local govern- 
ments.”^ The cause of default was inability during depression to meet high 
fixed claims out of diminished revenues, at times made more acute by the 
failure of banks carrying government deposits. 

Mention must be made again of the favored position of the federal gov- 
ernment on account of its currency and credit powers. The power to issue 
currency clearly represented a useful federal revenue instrument during the 
Civil War. It may be that federal default was avoided at that time by the 
issue of “greenbacks.” The elasticity in bank reserves made possible under 
the Federal Reserve System offered a useful source of borrowed funds for the 
federal Treasury which proved to be a great boon during World Wars I and 
II. State and local governments can avoid defaults only by taxation or by 
new borrowing from capital markets which they cannot control. 

What happens in case of default? In the case of private debt, foreclosure 
results. Foreclosure of government property is not only infeasible, but un- 
thinkable except hi the possible case of revenue bonds issued for the pur- 
chase of public utilities. It is, however, feasible to provide for municipal 
receivers, who take over the fiscal affairs of defaulting local governments, and 
operate them with a view to eventual repayment of creditors and rehabilita- 
tion of local finances. The failure of many state receivership laws lies in ex- 
cessive subordination of receivers to local legislatures. In cases of receiver- 
ship, receivers should be given powers to lay and collect taxes under authori- 
zation and control of the state government; too often the receiver’s revenue 
powers are limited to borrowing. 

In this chapter we have surveyed public debts descriptively. It is hoped 
that the reader has a working knowledge of the essential facts and mechanics 

30 In a very narrow and technical sense the abrogation of the gold clause (refusal to 

pay in gold as the bond contract specified) in 1933 can be characterized as default. 
Failure of the United States government to assume the debts of the Confederacy follow- 
ing the Civil War cannot be considered federal default. _ 

31 Evans Clark, The Internal Debts of the United States, N. Y., Twentieth Century 
Fund, 1933, p. 270. 
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of public borrowing and repayment of debt. The economics of public bor- 
rowing we shall discuss in the two following chapters. Chapter 8 deals with 
the monetary aspects of public borrowing, while Chapter 9 studies the eco- 
nomic burden of debt. 
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CHAPTER 8 public debt and 
THE MONEY SUPPLY 


ECONOMIC SIGNIFICANCE OF MONEY SUPPLY 

Government borrowing may have significant effects upon the economy 
through a change in the amount of money in use. It is not uncommon to 
hear or read that unbalanced govermnental budgets create inflationary in- 
fluences, or that public borrowing is an important cause of inflation. It is 
our purpose in this chapter to analyze the possible monetary effects of in- 
creasing or decreasing public debt. That is, we are here particularly interested 
in the influence of public debt upon the money supply, and the implications 
of that influence for the level of prices and of economic activity. We have 
noted at an earlier point in our study that the introduction of new money 
into the system can increase the level of national income, and that the de- 
struction of money (retirement of debt to banks) may result in lower in- 
come. We consider first the relation of money to prices, and later the 
mechanics of money increase and decrease through public borrowing and 
retirement of debt. 

By “money supply” we shall mean the quantity in existence of those things 
which do the money work by acting as a medium of exchange. Included in 
the money supply are the quantities of “money” narrowly defined as com- 
posed of coin and paper money, and of bank deposits subject to check. These 
are the things which pass as the means of payment in a modem economy. 

The quantity of money (currency and checking deposits) has important 
significance both to the level of economic activity and to the distribution of 
wealth and income. The influence of the quantity of money in circulation is 
felt principally through its effects upon demand and therefore upon the 
price level. Although it is not within the scope of this book to dwell at 
length upon monetary theory, we shall consider briefly the “equation of ex- 
change” as a simple and familiar focus of large categories of influences upon 
the price level.^ The equation of exchange states that the general level of 

1 For a brief study or review of monetary theory and the significance of money in the 
economy, see Lester V. Chandler, An Introduction to Monetary Theory, New York, 
Harper, 1940. The quantity theory is discussed in Chapters 2-4. Also found in Chandler, 
Economics of Money and Banking, N. Y., Harper, 1948, Chs. 26, 27. 
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prices (P) is a function of three variables: the average quantity of money 
in circulation during the period (M), the velocity of turnover (V) of that 
money, or the number of times each average unit of M is used during the 
period, and the volume of goods and services sold during the period (T). 
The relations among these variables are indicated by the following statement 
of the equation: 

P_MY 

r— ^ 

The equation itself is a truism, representing a summation of all price trans- 
actions during the period considered. The truism is evident when the equa- 
tion is stated in the form: MV = PT. Total expenditure lor goods and 
services during a period (MV) must be equal to price per unit times the 
quantities of goods sold (PT) , or the value of all goods exchanged for money 
during the period. 

Admittedly the equation of exchange is not in itself a complete explana- 
tion of changes in the price level. Such an explanation involves investiga- 
tion into the determinants of M, V, and T. It involves explanation of why 
and how changes in these variables occur. The reasons why changes occur 
are, generally speaking, to be found in the reactions of individuals to eco- 
nomic facts, and are essentially those which we have previously discussed 
in connection with the behavior of consumption, investment, and hoarding. 
Explanation of how the changes occur requires understanding principally 
of the mechanics of changes in money and goods. 

Movements of the price level, through their elfects upon anticipations, 
may strongly influence the level of employment and economic activity. An 
increase in MV represents a rise in monetary demand for goods, and is 
normally accompanied — at least in the short rrm — ^by a rise in prices. We 
have seen in Chapter 5 how increases in the price level, normally accom- 
panied by lagging increases in costs, offer profit prospects which are con- 
ducive to business expansion. When the price level is falling the same lag 
in costs augurs reduced profit margins and thus encourages unemployment 
and a lower level of business activity. Price level stability encourages sta- 
bility of business activity near the level attained. It is thus seen that, since 
prices are determinants of the level of economic activity and since the money 
supply is one of the determinants of the price level, the money supply is a 
determinant of the level of national income. 

This in no way qualifies or confuses the analysis of national income and 
its determinants in Chapter 4. For MV is total expenditure for goods, and 
therefore is gross national income, while PT is its counterpart, gross national 
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product. Hoarding, or disuse of income, either takes currency out of circu- 
lation or destroys credit money. So long as spendings in Period 2 are equiva- 
lent to income of Period 1, the level of income remains unchanged. But if 
income of Period 1 is hoarded and not spent in Period 2, the level of income 
can be mamtained only by dishoarding of Period 0 income or the creation 
of new money to make up the deficiency. 

We are here interested in the money supply, i.e., the quantity of money 
in use. But by concentrating our attention upon the money supply as a de- 
termmant of price levels we are not denying the importance of the other two 
determinants: velocity of circulation and volume of trade. In a given in- 
stance an increase in the money supply may have no effect upon prices be- 
cause anticipations are such that new money is not used. In this case increase 
in the money supply has been neutralized by decrease in velocity of its use. 
And in a given instance an increase in the money supply may not raise prices 
because of an equivalent increase in the volume of trade. 

We have seen that changes in the money supply can produce changes in 
prices and thus in the level of national income. But changes in the price 
level also result in redistribution of wealth and income. The lag of wage and 
salary incomes behind price changes results in a worsening of the position 
of these income receivers during price rises; when prices fall the income 
position of these classes is enhanced. Creditors lose while debtors gain during 
price increases; the reverse is true when prices fall.® 

Wise monetary and fiscal policy require that the money supply behave 
with sufficient elasticity to finance an expansion of employment and trade, 
and be subject to the controls necessary to avoid inflationary price increases 
when full employment is reached. During expansion of production an overly 
rigid money supply can check that expansion. On the other hand, increase 
in MV at a rate more rapid than the increase in production can only inflate 
the prices of these goods, causing wholly unplanned and almost certainly un- 
desirable redistribution of income. 

The term “inflation” carries a variety of meanings, and in much of its 
usage no specific meaning at all. We shall use the term to mean marked 
price increase due to monetary causes. Inflation results when spending in- 
creases more rapidly than do the quantities of goods available for sale. In 
terms of the equation of exchange, MV increases more rapidly than T, and 
P rises. The control of incipient inflation requires therefore a reduction of 

2 For this reason an interesting but infeasible proposal has recently been advanced. 
The proposal is that interest and principal payments on government bonds be ^not in 
fixed dollar sums, but in fixed quantities of purchasing power. If prices rise during the 
life of the bond, interest and principal payments would increase pioportionately, and 
vice versa. 
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the money supply relative to the rate of physical production, or an increase 
in production to spread increased money supply over a larger physical 
quantity of goods. 

FISCAL POLICY AND INFLATION 

The financial policies of government may promote inflation under circum- 
stances in which the output of goods is subject to limitation. We have already 
indicated (Chapter 5) that public spending, which can be highly effective 
in inducing an expansion of business activity during a period of underem- 
ployment, should be reduced to a minimum when full employment is reached. 
If not reduced, government becomes a strong influence in bidding up the 
prices of limited quantities of goods. A special case is that of war, during 
which civilian production is rigidly limited while individual incomes are high.® 
Under such circumstances it is of course impossible for government to reduce 
its spending; the instruments of control are heavy taxation, extensive bor- 
rowmg of surplus income of individuals, rationing, and price fixing. Borrow- 
ing from banks should be kept to the minimum level necessary to provide 
incentives for maximum production, and under conditions which make ad- 
ditional bank credit available to government, and not to the general public,* 
Taxmg and borrowing from individuals remove inflationary funds from the 
market for civilian goods; the combination of rationing and price fixing is 
designed to sterilize that portion of surplus incomes not taxed away or bor- 
rowed by government. 

If surplus incomes were transferred to government by taxation or borrow- 
ing, and then spent by government for military goods, average prices of both 
military and civilian goods would be maintained near former levels. Taxa- 
tion or borrowing from individuals would take spendable income from civilian 
goods markets and thus hold demand for those goods in check, while the in- 
comes so transferred to government would be spent for military goods. But 
presumably an increase in military production from period to period is de- 
sired, This increase in national output will require the introduction of new 
money (or dishoarding or increased velocity of money use), which will be 

3 This particular inflation problem has been discussed in Chapter 4. 

^ It may be objected that private concerns require expansion capital during war in 
order to meet war production requirements. The nub of the problem of financing a war 
without marked inflation is to force savings on the part of individuals by price control 
and rationing of scarce goods and materials, and to transfer these savings to those who 
need funds for war purposes — government and war industry. A minimum creation of 
new money is desirable. To the extent that new funds are necessary to finance plant 
expansion it may be better for government to provide the funds by borrowing from 
the banks, as it did in World War II through Defense Plants Coiptoration and Smaller 
War Plants Corporation. The meaning of this will become more clear in our later dis- 
cussion of the mechanics of credit expansion. 
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provided by newly created bank credit for government. Under the ideal con- 
ditions of adequate taxation and borrowing, the problem is to create the new 
money necessary to purchase increased physical output from period to period 
without at the same time providing additional available credit to non-gov- 
ernmental users. To the degree that taxation and borrowing are inadequate 
to remove surplus incomes, inflationary funds are left hanging over the 
civilian goods markets and larger quantities of new money must be created 
to purchase expanding military production. 

Non-inflationary fiscal policy in a post-war reconversion period presents 
special problems. Technical problems of re-tooling for civilian production 
will be greater and more time-consuming in some industries than in others, 
but reconversion will take some time. Production stoppages due to labor 
difficulties are likeiy to be widespread. In either case, the physical volume of 
goods is reduced, and fiscal policy should be designed to withhold purchas- 
ing power from the market. Since the interim decline in physical production 
is due to matters of technology and not to entrepreneurial choice, public 
spending to correct such temporary underemployment cannot have other than 
inflationary results.® 

MONETIZATION OF THE PUBLIC DEBT: 

CURRENCY EXPANSION 

The money supply is composed of currency and checking deposits. Study 
of the inflationary potentialities of public borrowing thus involves considera- 
tion of the monetization of the debt in terms of both currency and credit. 
The former is discussed in this section, the latter in the section following. 

The man in the street normally considers monetization of the public debt 
to mean translation of the debt into circulating currency. The popularity of 
this view finds its explanation in the experience of the United States prior to 
World War I. American history offers two striking examples of such moneti- 
zation, and many more less striking. The outstanding examples are those of 
the continental currency during the Revolution and the greenbacks of the 
Civil War. 

The Cohtinental Congress began its issues of “Bills of Credit” in 1775, 
and between that date and 1779 there were forty issues® totaling approxi- 
mately one-fourth biUion dollars. It is to be noted that the Congress was 

® It is of course probable that physical production should be permanently lower in 
peacetime than in wartime. When reconversion to peace is completed it is almost cer- 
tain that the labor work week should be shortened and many_ war emergency workers 
permanently removed from the labor force. And wartime prodigality in the exploitation 
of natural resources will probably give way to long-run conservation policy. 

6 See Davis R. Dewey, Financial History of the United States, 12th ed.. New York, 
Longmans, 1934, pp. 36-43. 
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newly formed, it had no tax resources separate from the willingness of indi- 
vidual colonies to contribute from their revenues, it had no credit standing 
either at home or abroad, and there was little free capital in the colonies 
available for borrowing. The Bills, or “Continentals,” were promises of the 
Congress to pay, based upon the credit of the colonies, which were expected 
to provide redemption for their apportioned shares. The Bills were simply 
non-interest-bearing promises to pay, issued as money and supported by 
various colonial legal tender acts. Beginning in 1776 the Bills depreciated in 
value. By the end of 1779 they were exchangeable for silver money in the 
market at about 40 to 1. This depreciation reflected both a loss of confidence 
in this particular type of money and the inflationary effects of the issues upon 
prices. In November, 1779, the Congress advised the colonies to fix prices at 
not over 2000 per cent of the prices of 1774, a figure which reflects a cur- 
rent estimate of the extent of inflation,'^ but the depreciation of paper money 
had gone so far that such an attempt at stabilization was hopeless.® 

The greenback inflation of the Civil War took place under somewhat simi- 
lar circumstances. Although the federal government was well established, its 
credit standing was quite inadequate and its tax system unproductive. The 
United States Notes (greenbacks) were issued in small denominations for 
common circulation and paid out by the Treasury as money for war expenses. 
In 1862 and 1863 they represented 20 per cent and 40 per cent, respectively, 
of total Treasury receipts.® Professor Mitchell concludes that the effect of the 
greenbacks upon prices was out of all proportion to their importance as a 
revenue measure, and they were very largely responsible for the war in- 
flation.^® 

History is replete with examples of government issue of circulating notes 
to meet emergency demands upon the public treasury. The experience of 
Germany during and after World War I is a classic example of monetization 
of public debt in the form of currency. China and some of the Balkan coun- 
tries went through similar experiences in World War II. In aU such cases the 
inadequacy of taxes and the inability or unwillingness to borrow through 
usual channels on interest-bearing securities led to the issue of paper money. 

It is well to note, however, that the over-all effect of such currency- 
monetization of public debt is similar to taxation; for government gains pur- 

T Chester W. Wright, Economic History of the United States, N. Y., McGraw-Hill, 
1941, p. 221. 

8 Concurrent issues of paper money by many of the colonies assisted materially in the 
inflation. 

® Wesley C. Mitchell, A History of the Greenbacks, Chicago, University of Chicago, 
1903, p. 129. 

p. 279. Wholesale prices had risen by 1865 to an index of about 230 (1860 
= 100). Ibid., p. 277. 
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chasing power while individuals lose it. It involves a forced contribution to 
government, though it is inferior to most systems of taxation in that its alloca- 
tion of burdens is entirely haphazard, offering little possibility of directing 
burdens to those who should contribute. It almost inevitably inflates profit 
incomes at the expense of other types. 

MONETIZATION OF THE PUBLIC DEBT: CREDIT EXPANSION 

A more sophisticated method of monetizing the public debt is that of us- 
ing the securities issued as the basis for credit expansion, though with less 
public notice and less public concern. The average man is frightened by the 
prospect of currency inflation, and regards it as a departure from govern- 
mental respectability. Bank credit, on the other hand, is something about 
which he understands little, and credit inflation has been the subject of far 
less popular discussion. Thus, although the effects are the same, expansion 
of credit has received far less public condemnation than has expansion of 
currency. 

MECHANICS OF CREDIT EXPANSION. An understanding of the tech- 
niques by which public borrowing may increase the credit supply requires 
some insight into the mechanics of bank credit expansion. The commercial 
banks which belong to the Federal Reserve System (hereafter called member 
banks) are required by law to hold as deposits in Federal Reserve banks 
their reserves against their own deposits. The amount of reserves required is 
stipulated by the Board of Governors of the Federal Reserve System, within 
limits established by law. The Federal Reserve banks (as distinguished from 
member banks) also have required reserves which they must maintain against 
deposits of the member banks which they hold and against the notes (cur- 
rency) which they issue. 

Legal reserves required against deposits are stated as a percentage of those 
deposits. However, since for both types of banks the amount of their deposits 
is largely determined by the amount of loans they make, these reserve re- 
quirements place an effective check upon the volume of bank loans. This is 
true because the loans which member banks make are normally given in the 
form of deposit credits to their customers; when a Federal Reserve bank 
lends to a member bank a deposit is credited to the account of the borrowing 
member. 

Only Federal Reserve banks issue notes, and reserves are required against 
these issues. The total of potential reserves which the Federal Reserve banks 
possess must therefore be divided between their deposits and their note is- 
sues. An increase of required reserves against the one reduces reserves avail- 
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able for the other. Thus, an increase in public demand for Federal Reserve 
Notes as circulating money pulls out into circulation funds which could serve 
as reserves against member bank deposits with the Federal Reserve banks. 

An individual member bank can increase its reserves by deposits of cash 
with the Federal Reserve bank, by presenting to the Federal Reserve bank 
for clearing checks drawn on other banks in excess of checks drawn on it- 
self and presented for clearing by other banks, and by borrowing from the 
Federal Reserve bank in the form of a deposit credit. A flow of cash into a 
member bank in excess of its day-to-day requirements would normally result 
in deposit of this surplus cash with the Federal Reserve bank. Since the Fed- 
eral Reserve banks perform the check-clearing function for members, checks 
are automatically sent there at the end of the business day. Federal Reserve 
banks then clear checks of the members against one another, debiting the 
deposit account of the bank on which the check is drawn and crediting the 
deposit account of the bank presenting the check for clearance. Thus indi- 
vidual member bank reserve balances with the Federal Reserve banks rise 
and fall daily through the operation of check clearing. Loans by the Federal 
Reserve banks to members may be in the form of “advances” or of “dis- 
counts.” Advances are loans made on members’ promissory notes, secured by 
collateral. Discounts are loans which result when the Federal Reserve banks 
purchase from members endorsed “commercial paper” (notes, drafts, bills 
of exchange) of the types which normally arise out of member bank lending 
to businesses. 

The factors which afitect the magnitude of reserves of the individual bank 
are not identical with those which affect reserves of all member banks taken 
together. An excess of cash flowing into one bank, increasing its reserves, 
may be offset by an equivalent loss of reserves by another. And although 
check clearing causes the reserves of individual banks to rise and fall, it does 
not affect combined reserves of all banks. Loans by Reserve banks to mem- 
ber banks increase combined member bank reserves; withdrawal of cash 
from banks for general circulation, or its reverse, decreases or increases 
combined reserves. 

Changes in total member bank reserve balances may result from conscious 
policy on the part of the Federal Reserve banks to increase or decrease those 
balances. The open market operations of the Reserve banks are the purchase 
and sale of government and other securities in the open market on their own 
account. Suppose, for instance, that it is desired to increase member bank 
reserves, so as to loosen bank credit to government or business. The Reserve 
banks can purchase securities from individual investors, corporations, or 
member banks. The effect is an increase in member bank reserves, accom- 
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pushed in the following manner: If the Federal Reserve bank buys these 
securities from non-bank investors, paying for them by check, the seller of 
the securities normally deposits the check in his bank. The member bank 
then forwards the check to the Federal Reserve bank for payment, the pro- 
ceeds of the check being credited to the member bank’s deposit account. 
The member bank’s deposits (reserves) with the Federal Reserve bank are 
in this manner increased. If the Federal Reserve bank buys the securities 
from the portfolios of member banks, these member banks find themselves 
in possession of checks which are deposited with the Federal Reserve banks. 
It is thus seen that open market purchases by the Federal Reserve banks 
result in increased member bank reserves, increasing their lending power. 

Conversely, open market sales of securities by the Federal Reserve banks 
decrease member bank reserves. If sales are made to non-bank investors, they 
are paid for by purchasers’ checks drawn on member banks. When these 
checks are cleared the reserve balances of member banks are drawn down. 
If sales are made to banks, these sales are paid for by reduction of member 
bank reserve balances. 

Open market purchases and sales by the Federal Reserve banks are un- 
dertaken for the purpose of manipulating member bank reserves, and there- 
fore the easing or tightening of bank credit. It should be noted, however, 
that this instrument is likely to be more effective in tightening than in loosen- 
ing credit. A decrease in member bank reserves, if more than sufficient in 
magnitude to eliminate excess reserves (existing reserves in excess of legal 
requirements), will bring about a reduction in member bank loans in order 
to reduce the deposits against which the reserves are maintained. On the 
other hand, increase in bank reserves may encourage further lending but 
does not force it. During the middle nineteen thirties open market purchases 
increased bank reserves, but the result was principally an increase in excess 
reserves and relatively little increased lending. Federal Reserve policy can 
thus urge lending, but can neither force banks to lend nor customers to 
borrow. 

SUPPLY AND USE OF MEMBER BANK RESERVE FUNDSP^ The 
Board of Governors of the Federal Reserve System reports statistics monthly 
of factors entering into the reserve position of member banks. The categories 
in which these figures are reported give a useful summary of the interrela- 
tions of items affecting reserve balances. They may be summarized as in the 
outline on page 170. 

See Federal Reserve Bulletin, November, 1943, p. 360 ff., for discussion of this 
subject. 
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I. Sources of supply of potential member bank reserve funds. 

A. Credit extended to member banks by Federal Reserve banks: 

1, Discounts and advances. 

2. U. S. securities held by Federal Reserve banks. 

B. Amount of cash available for bank and other uses: 

1. Monetary gold stock. 

2. Treasury currency outstanding. 

II. Uses of potential reserve funds by banks and by others. 

A. Deposits with Federal Reserve banks: 

1. Member bank reserves (deposits with Federal Reserve banks) . 

2. Non-member deposits with Federal Reserve banks. 

B. Uses by others than banks: 

1. Money in circulation. 

2. Treasury cash holdings. 

3. Treasury deposits with Federal Reserve banks. 

The sources of supply of potential reserve funds represent funds which 
may or may not become member bank reserves. Within this category, credit 
extended by Federal Reserve banks does become member bank reserves, 
because the credit is extended for that purpose. Member banks do not dis- 
count paper with the Reserve banks or secure loans from them except to 
provide necessary reserves. The U. S. securities held by the Reserve banks 
represent open market purchases for the purpose of building up member bank 
reserves. 

The amount of cash available is only partly used for bank reserves, the 
remainder being in the hands of non-bank users. The monetary gold stock 
arises out of domestic purchases or imports of gold. On purchase or import 
this gold typically first enters member banks as deposits. Under the gold 
nationalization policy it is immediately redeposited with the Reserve banks 
and turned over to the Treasury. In this process both member and Reserve 
banks gain reserves against which they may hold new deposits.^^ Treasury 
currency outstanding may be held by the Treasury, by the Reserve banks, 
or may be in circulation. If it is in circulation it is either held by the banks 
for till money (which is not legal reserves) or by the public generally. Only 
that part of Treasury currency outstanding which is held by the Reserve 
banks actually serves as member bank reserves. 

12 Since metallic gold must by law be held by the Treasury, it is represented by non- 
circulating gold certificates which can be held by the Federal Reserve banks as reserves 
against their own notes issued (Federal Reserve Notes) or as cash reserves against the 
member bank and Treasury deposits which they hold. 
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Member bank reserves (II, A, 1 in the outline above) at any time repre- 
sent only a portion of the supply of potential reserve funds. This is due to 
the need for similar funds by the Treasury, the banks, and the public. It is 
important for our purposes to note, however, that the supply of potential 
member bank reserve funds is to some extent, though not entirely, subject 
to control by the Reserve banks. Those items in I, A in the outline above 
are subject to Federal Reserve control. Discounts and advances are controlled 
by persuasion of the member banks to rediscount and borrow or not to do 
so, and by rates of discount charged the member banks on discounts and 
advances. Government securities held by the Reserve banks are the result 
of their open market purchases; the total of such securities held reflects 
Federal Reserve policy of purchase or sale in the open market. 

On the other hand, items in I, B in the outline are not subject to bank 
control. The size of monetary gold stock depends upon the inflow or out- 
flow of gold determined by conditions of international trade or finance. It is 
further determined by government policy with respect to the freedom of its 
movement internationally. Treasury currency outstanding, in so far as it is 
subject to control, is subject to non-bank (principally Treasury) control. 

Let us observe how the sources and uses of potential reserve funds be- 
haved during and after World War II. By noting changes in the figures we 
may see more clearly the interrelations of the various items, and also note 
some of the results of Federal Reserve policy. Table 17 is cast in the form 
of the outline presented on page 170, and presents statistics representing the 
situation at the end of July in the last pre-war year (1940), the last war 
year (1945), and a more recent post-war year (1952). These dates are 
selected in order to portray changes during World War II and through the 
post-war inflationary years. 

The column in the Table showing changes from 1940 to 1945, roughly 
the war period, portrays significant facts concerning debt monetization during 
that period. The Federal Reserve banks increased their holdings of Treasury 
securities by an amount in excess of $16 billion. The Federal Reserve was 
thus pumping a very large volume of new reserves into the member banks 
through its practice of open market purchases. At the same time, the item 
of “Member Bank Reserves” shows no such increase. The explanation of this 
is to be found in the $19 bilhon increase in “Money in Circulation.” The 
public was thus withdrawing potential reserve funds from the banks some- 
what more rapidly than new reserve funds were being created. Looked at in 
this way, the easy money policy of the Federal Reserve was necessary to off- 
set the drain of money into circulation. 



172 


PUBLIC DEBT AND THE MONEY SUPPLY 


TABLE 17 SUPPLY AND USE OF MEMBER BANK RESERVE FUNDS, 

1940, 1946, 1952 ^ 

(in $ millions) 



JULY 31, JULY 25, 
1940 1945 

CHANGE, 

1940-45 

JULY 30, 

1952 

change, 

1945-52 

I. SUPPLY OF POTENTIAL RESERVE 

funds; 

A. Federal Reserve Credit; 

2,484 

22,129 

-f 19,645 

24,907 

+2,778 

1. Discounts and Advances 

4 

229 

-1-225 

1,403 

+1,174 

2. U. S. Securities Held by 

F. R. Banks 

2,448 

18,871 

-fl6,323 

22,844 

+3,973 

B, Cash Available; 

■n.4in 

24,356 

■+•869 

28,111 

+3,745 

1. Monetary Gold Stock 

20,463 

20,212 

—251 

23,350 

+3,138 

2. Treasury Currency Out- 
standing 

3,024 

4,144 

4-1,120 

4,761 

+617 

Total Supply of Potential Reserve 
Funds 

25,939 

46,485 

4-20,546 

53,018 

+6,533 

II. USES OF potential RESERVE FUNDS: 

A. Deposits with F. R. Banks: 

14,870 

16,238 

4-1,368 

21,451 

+5,213 

1. Member Bank Reserves 

13,498 

14,699 

+ 1,201 

20,409 

+5,710 

2. Non-Member Deposits 

1,382 

1,539 

-1-157 

1,042 

-497 

B. Uses by Others: 

11,089 

30,249 

+19,160 

31,567 

+1,318 

1. Money in Circulation 

7,883 

26,926 

2,279 

+19,043 

28,952 

+2,026 

2. Treasury Cash Holdings 

2,250 

-1-29 

1,286 

-993 

3. Treasury Deposits With 

F. R. Banks 

694 

594 

-100 

605 

+ 11 

Total Funds Used 

25,959 

46,487 

+20,528 

53,018 

+6,531 

(Member Bank Excess Reserves) 

6,514 

994 

-5,520 

637 

-357 


But does this mean that deposits of member banks did not increase dur- 
ing the war period? At first glance it would appear that, if reserves against 
member bank deposits (item II, A, 1 in Table 17) had not materially in- 
creased during the period, then deposits against which reserves were held 
could not have increased. This was not the case. The last item added to 
Table 17 shows that almost half of the reserve balances in June of 1940 
were in excess of requirements; i.e., although required reserves for the aver- 
age of all banks in 1940 were just under 20 per cent of deposits, the banks 

1® A detailed explanation of the Supply and Use analysis is presented in the Federal 
Reserve Bulletin, November, 1943, p. 360. Statistics in Table 17 are taken from the 
Bulletin of November, 1940, p. 1187; October, 1945, p. 1021; and August, 1952, p. 889. 
The items do not in every case add up to the subtotals because of elimination from the 
table of OTHER RESERVE CREDIT OUTSTANDING (under I.A.) and OTHER 
FEDERAL RESERVE ACCOUNTS (under II.B.). Both are minor items of little use in 
this discussion. The former represents industrial loans and acceptances purchased by 
the Reserve Banks, and the latter represents amounts taken out of the system by Reserve 
Banks for capital, other liabilities, and earnings in excess of amounts paid out for 
premises, other assets, and expenses. 
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were maintaining a reserve ratio of almost double that amount. The decline 
of excess reserves by the end of July, 1945, amounted to almost six billion 
dollars. At an average reserve requirement of 20 per cent against deposits, 
this transfer of reserves from the excess category to the required category 
would provide legal reserves against an increase of close to thirty bUlion 
dollars in deposits. The fact is that between June 29, 1940, and the first half 
of August, 1945, member bank deposits subject to reserve requirements in- 
creased by, approximately thirty-four billion dollars.^^ 

The column in Table 17 showing changes between 1945 and 1952 demon- 
strates somewhat the same picture as was seen in the earlier period. The 
supply of potential reserve funds increased significantly from two sources: 
open market purchases by the Reserve banks (up almost $4 billion) and 
increase in the Monetary Gold Stock (slightly over $3 billion). The major 
increases in uses of potential reserve funds also are found to be in two items: 
“Member Bank Reserves” (up $5.7 billion) and “Money in Circulation” 
(up $2 billion). The increase in member bank reserves and the decUne in 
excess reserves by one-third billion made possible an increase in deposits in 
the member banks of the system of about $29 billion between the two dates. 

We see that the magnitude of the bank credit structure is largely de- 
pendent upon Federal Reserve policy with respect to the furnishing of mem- 
ber bank reserves. For member banks can lend more or less to business or 
to government as their reserves rise and fall. At the same time, the desire of 
the public and the Treasury for loans and for circulating cash wiU affect the 
magnitude of the credit structure. The desire for loans will be an important 
determinant of whether reserve funds are actually used, while the desire for 
circulating cash will affect the amounts of member bank reserves. 

Having analyzed the important factors determining potential lending 
power of the banking system, we turn to the experience of the last two major 
wars in which the United States was a participant, to note how the banking 
system was instrumental in furnishing to government the financial sinews of 
war. 

CREDIT EXPANSION IN WORLD WAR I. The Federal Reserve System, 
which had been established in 1913, provided elasticity in reserves which 

$27,877 million on June 29, 1940 {Federal Reserve Bulletin, November, 1940, p. 
1199) and $61,562 million average for the first half of August, 1945 {Idem., October, 
1945, p. 1028). The fact that actual increase in deposits was greater than that shown 
in the rough calculation above does not mean that in 1945 reserves were below legal 
requirements. For (1) the calculation above is on the basis of 20 per cent reserve re- 
quirements, while actual requirements were almost certainly not exactly 20 per cent, 
and (2) total member bank reserves showed a net increase of $1,201 million between 
the two dates, which would support approximately five times that amount in deposits. 
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made possible during World War I generous participation by the banks in 
Treasury borrowing. An amendment to the Federal Reserve Act in 1917, 
requiring that all legal reserves of member banks be deposited with the Fed- 
eral Reserve banks, provided maximum elasticity in the use of reserves. The 
same amendment reduced reserve requirements, and thus liberated bank funds 
for direct purchase of Treasury securities or for loans to customers who 
wished to invest in the expanding government debt. 

One technique by which bank credit was made available to government 
was that of lending by commercial banks to security purchasers at rates of 
interest which corresponded with interest rates paid by the securities they 
bought. The impecunious citizen who, by his patriotic spirit and the pressure 
of his fellow citizens, was urged to buy bonds during liberty bond campaigns 
could borrow at his bank, deposit the bond purchased as security for the loan, 
and pay to the bank the same interest on the loan which the Treasury paid 
to him on the bond. When bank reserves approached the danger point as the 
result of such (or other) loans, the bank could rediscount the note, with the 
bond as security, at the Federal Reserve bank, thus building up its reserves. 
A second method was that of direct purchase by banks of Treasury Certifi- 
cates of Indebtedness, giving the Treasury deposit credit for the proceeds 
of the loan. The required legal reserves against these Treasury deposits were 
acquired through borrowing from the Federal Reserve, with the Certificates 
as collateral.^'' By either of the two methods mentioned the funds were eventu- 
ally provided to the Treasury by the Federal Reserve banks, with little 
necessity for reduction of member bank loans to private individuals and 
businesses. On April 20, 1917, two weeks after declaration of war by the 
United States, the Chairman of the Federal Reserve Board addressed a letter 
to the Federal Reserve banks in which he said, “. . . and the Federal Re- 
serve banks may be counted upon by offering liberal terms of rediscount- 
ing. , . .” The rediscount rates established were 314 per cent on notes 
secured by Treasury Certificates or Liberty Loan Bonds,'^'^ and 3 per cent on 
15-day obligations of member banks secured by Certificates.''-® The latter pro- 
vision was to induce banks to buy Certificates for their own account; the 
15-day maturity of the loan was little hindrance, both because it was easily 
renewable and because within that time the Treasury would have spent 
a large part of the proceeds of its short-term borrowing, and funds would 

i®See Jacob H. Hollander, War Borrowing, N. Y., Macmillan, 1919, Chapter 4, for 
an excellent discussion of this procedure. 

Federal Reserve Bulletin, May 1, 1917, p. 338. 

w Op. cit., June 1, 1917, p. 429. 

i®Op. cit., July 1, 1917, p. 497. At this time the Certificates bore a rate of interest 
higher than 3% to the holder. 
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flow back into the banks from depositors, restoring their reserve position. 

By the middle of 1919 it was estimated by the Federal Reserve Board that 
the banks held in Treasury securities and in paper secured by Treasury securi- 
ties something over one-third of the total governmental debt outstanding.^ 
But such a snapshot does not tell the whole story, as the banks purchased 
nearly all of the successive issues of loan-anticipation certificates which pro- 
vided immediate funds to the Treasury prior to popular subscription through 
the liberty loans. For example, the banks purchased over 99 per cent of the 
1919 Victory Loan-anticipation certificates, their purchases amounting to 
over $6 billion.^® 

Although the extent of monetization of the public debt in World War I 
was relatively modest, the inflationary effect of new credit created was great, 
as any student of the behavior of prices during that period is aware. During 
the period of wartime shortages of goods the effect was not as evident as it 
became during the reconversion period of 1919-20. 

CREDIT EXPANSION IN WORLD WAR II. The United States entered 
World War II after almost a decade of excess of savings over investment, 
during which the excess reserves of commercial banks were high. By 1941, 
however, it appeared that prospective Treasury war deficits would be so 
great, combined with growing needs for capital expansion of industry, as to 
press eventually upon reserve limits. It should be borne in mind that by 1940 
the member bank policies with respect to the Federal Reserve banks had 
undergone change from the World War I period. In the first place, under 
the existence of large excess reserves and pressure from the Reserve banks 
themselves, member banks had come to look unfavorably upon the practice 
of being in debt to the Reserve banks. Borrowing and rediscounting, though 
approved in temporary emergencies, had come to be frowned upon as a gen- 
eral practice, indicating something less than sound bank management. Further, 
operation under the existence of large excess reserves had developed a heavy 
dependence by bankers upon excess reserves. Serious reduction in excess 
reserves came to be regarded as an unhealthy sign. The combination of 
these two developments meant that some re-education of bankers was re- 
quired, both to encourage the use of excess reserves and to encourage bor- 
rowing from the Federal Reserve banks to replenish reserves. 

The policies under which tremendous expansion of bank credit took 
place during World War II are listed and discussed in the following para- 
graphs. 

Op. cit., October 1, 1919, p. 943. 

20 Op. cit., June 1, 1919, p. 609. 
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1. USE OF EXCESS RESERVES. Recognizing that the banks had become 
dependent upon the existence of excess reserves as an indicator of sound 
banking practice, both the Board of Governors and the Federal Reserve 
banks used their persuasive powers to urge that the banks utilize their excess 
reserves before turning to the central banks for replenishment of those re- 
serves. The president of the Federal Reserve Bank of New York stated in a 
letter to all member banks in its district in late 1942: “The policy of con- 
tinuing to hold substantial amounts of idle excess reserves is no longer ap- 
propriate nor desirable when such huge amounts of funds are required to 
finance this country’s participation in the war.^^ At about the same time the 
principal federal and state bank supervising agencies issued a joint statement 
in which it was pledged that bank examinations would be less strict with re- 
gard to bank purchases of Treasury securities and loans to individual sub- 
scribers to the public debt.^^ 

2. OPEN MARKET OPERATIONS. Whereas prior to the war open market 
operations were carried on primarily for maintaining stability in the market 
for government securities, after America’s entry into the war the primary 
purpose of such operations was to supply additional reserves to needy 
banks.^^ A ninefold increase in Reserve bank holdings of government securi- 
ties between 1940 and 1945 was shown in Table 15. The securities pur- 
chased were principally those of short-term maturity. Of special note was 
the pegging of the price of Treasury Bills by open market action. On April 
30, 1942, it was announced that all Reserve banks stood ready to buy from 
member banks all Treasury Bills offered, at a discount rate of % of 1 per 
cent. On August 7 it was directed that banks selling Bills to the Reserve 
banks could, if they desired, sell on the stipulation that they be allowed to 
repurchase the same amount of the same maturity at the same rate of dis- 
count at any time prior to their maturity.^^ This had the effect of making 
Bills highly liquid assets of the member banks; temporary excess reserves 
could be invested in these securities with the certain knowledge that they 
could be quickly liquidated at fixed discount when the need for additional 
reserves arose, and repurchased at the same discount should excess reserves 
reappear. 

3. LOANS AND ADVANCES. In order to replenish reserves, the Reserve 
banks aimoxmced at the outbreak of war that they would make advances to 

21 Reported in Federal Reserve Bulletin, December, 1942, p. 1190. 

^^Op. cit., pp. 1174-5. 

23 Op. cit; September, 1942, p. 872. 

^*Ibid. 
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all banks on government securities as collateral at par.^® The discount rate 
on such advances was established at 1 per cent at all Reserve banks by April, 

1942. By the end of 1942, the Reserve banks in the large cities had estab- 
lished a preferential discount rate of of 1 per cent on advances to member 
banks secured by government securities callable or payable in one year or 
less.^° It is thus evident that the Reserve banks were going the limit to pro- 
vide the reserves necessary for banks to purchase government debt for their 
own account and to lend to individuals on the security of government ob- 
ligations. 

4. REDUCTION IN RESERVE REQUIREMENTS. By October, 1942, 
the reserve requirements of New York and Chicago member banks had been 
reduced from 26 per cent to 20 per cent.^^ Relief was provided for this par- 
ticular group of banks because their reserves were peculiarly limited. They 
were the heavy buyers of Treasury Bills; the country banks had not been at- 
tracted by such low-interest investments. Further, the large flow of cash out 
of the banks and into circulation was particularly marked in the large finan- 
cial centers. Finally, Treasury spending did not pour funds into these centers 
as rapidly as Treasury borrowing removed them; the consequence of this was 
that New York and Chicago banks lost reserves to banks elsewhere. 

A Congressional amendment to the Federal Reserve Act on April 13, 

1943, removed the requirement of any legal reserves against so-called “war 
loan accounts.” These were government deposits “arismg solely as the re- 
sult of subscriptions made by or through such member banks” for bonds 
issued for war purposes.^® This amendment had the effect of greatly reduc- 
ing reserve requirements during war loan drives. For when bank depositors 
purchased bonds their deposits, against which reserves must be maintained, 
were transferred within the same bank to the account of the government, 
against which no reserves were required. This liberated reserves during loan 
drives, and these excess reserves could then be invested by the banks in short- 
term bills, for which the Reserve banks maintained a pegged market. It is 
true, of course, that as government spent from its war loan deposits, a reverse 
substitution of private deposits for reserve-free deposits occurred, requiring 
a gradual increase in reserves. Nevertheless, this provision relaxed the rigidity 
of reserve requirements precisely at the time when it was desired to provide 
easy credit. The amendment led to the same result when banks bought bonds 

25 Reported in Federal Reserve Bulletin, January, 1942, p. 2. 

28 Op. cit., December, 1942, pp. 1190-1. 

2T Op. cit, October, 1942, p. 982. 

28 Op. cit. May, 1943, p. 378 and pp. 369-75. j •. 

29 The amendment also eliminated the deposit insurance tax on these deposits. 
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for their own account. Prior to the amendment, such purchases drew down 
member bank reserves as the proceeds of loans were transferred to the Re- 
serve banks. Subsequent to the amendment, bank purchases had no effect 
upon reserves, since the war loan deposits were retained at the purchasing 
banks and required no reserves. 

We have so far discussed the creation of new bank reserves during World 
War II only with respect to the member banks. It must be recognized, how- 
ever, that increased reserves of the member banks (held as deposits with 
Federal Reserve banks) imply larger amounts of reserves held by the Fed- 
eral Reserve banks against those deposits. In fact, the creation of reserves 
for member banks through loans or through open market purchases of se- 
curities implies that the Federal Reserve was required to provide funds to 
create member bank reserves in the form of deposits, and at the same time 
to hold required reserves against these increased deposits. And the vast in- 
crease in Federal Reserve currency (notes) going into circulation during 
the war required larger total legal reseiwes against those notes. How were 
these apparently almost inexhaustible Federal Reserve bank reserves pro- 
vided? 

The answer is to be found principally in the fact that the Federal Reserve 
banks entered the war period with tremendous excess reserves. At the end 
of May, 1940, although the reserve ratio required of Federal Reserve banks 
against their combined deposits and note issues was just under 40 per cent 
(35 per cent against deposits; 40 per cent against notes), the actual ratio of 
total reserves to deposit and note liabilities was 88.4 per cent.®® This pro- 
vided a very large margin for expansion without additional reserves. But the 
expansion which took place in the interim period brought this combined re- 
serve ratio down to 45.1 per cent by the end of May, 1945,®^ suggesting 
possible future inadequacy of Federal Reserve bank reserves, and possible 
interference with the easy money policy. The following month Congress 
amended the Act to reduce Federal Reserve bank reserve requirements against 
both deposits and notes to 25 per cent, thus creating extensive new excess 
reserves. We see, therefore, that although new reserves in the Federal Re- 
serve banks were not required until late in the war, when tightness approached 
the reserve requirements were relaxed. In this way no scarcity of Federal 
Reserve bank reserves was permitted to obstruct the free flow of bank credit 
to the Treasury. 

By way of summary of the results of heavy Treasury borrowing during 

^0 Federal Reserve Bulletin, July, 1940, p. 685. 
cit; July, 1945, p. 657. 
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the war and the reserve-expansion policies of the Federal Reserve System, 
the changes in important money and credit data are presented in Table 18. 


TABLE 18 CHANGES IN IMPORTANT MONEY AND CREDIT ITEMS, 

1940-1945 82 
(in millions of dollars) 



END 

END 




% 

ITEM 

OF 1940 

OF 1945 


CHANGE 


CHANGE 

Deposits (all banks in U.S.) 

65,021 

151,547 

“h 

86,526 

-b 

133.1 

Loans (all banks in U.S.) 

23,741 

30,355 

-f 

6,614 

-b 

27.8 

Investments (all banks in U.S.) 

30,448 

109,872“ 

+ 

79,424 


260.8 

Excess Reserves (member banks) 
Fed. Reserve Credit Extended 

6,615 

1,213 


5,402 


81.7 

to Member Banks 

2,274 

24,172 


21,898 

+ 

963.0 

Money in Circulation 

8,732 

28,515 

-b 

19,783 

-b 

226.5 


» U. S, Government securities held by banks at end of 1945 amounted to $101,295 
million. Government securities held thus increased by an amount considerably greater 
than the change in total investments between the two dates, which indicates an increas- 
ing proportion of governments held to total bank investments. 

We shall not analyze the items individually, as their significance has been 
analyzed or suggested earlier in this chapter. It is evident, however, that the 
banks as a whole not only came out of the war holding over one-third of 
the public debt, but that they provided a prodigious increase in money in 
circulation and possessed necessary reserves for an amazing increase in 
deposits. Only a small part of these increases was accomplished by reduction 
of excess reserves existing at the beginning of the period; the major part 
was the result of new reserves created for the purpose. Some of the conse- 
quences of this vast credit increase, due largely to monetization of the public 
debt, are indicated by an increase in gross national product in constant dol- 
lar terms from $100 billion in 1940 to $153.4 billion in 1945,®*^ and by an 
increase in the Consumers’ Price Index from 100.2 in 1940 to 128.6 in 
1945 . 3 ® 

CREDIT -EXPANSION FOLLOWING WORLD WAR II AND THE 
TREASURY-FEDERAL RESERVE CONTROVERSY. The Consumers’ 
Price Index, which had been at 128.6 in 1945, had risen to 189.6 by June, 

82 All figures taken from Federal Reserve Bulletin. 

88 Practically the whole of the increase was in Federal Reserve Notes, issued on the 
basis of Federal Reserve bank holdings of gold and Treasury obligations. 

34 Totals for the year. From Survey of Current Business, January, 1951, p. 9. 

88 Averages for the year. From Monthly Labor Review, April, 1952, p. 479. 
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1952, a 48 per cent increase. This increase occurred in two spurts, the first 
between 1945 and 1948, and the second between 1950 and 1952. The first 
of these two inflationary periods accounted for about three-fourths of the 
total increase in the price level. It reflects very heavy demand for consump- 
tion and investment goods under conditions of full employment. This heavy 
demand was financed in part by high current levels of income, in part by the 
large amounts of liquid assets in the hands of the public inherited from the 
war period, and in part by easy money policy. Though Federal Reserve pol- 
icy was not markedly inflationary, it was by no means anti-inflationary, and 
gold imports in significant volume were adding to the money supply. Mod- 
eration of price increases could probably have been accomplished by de- 
monetizing public debt by sale of securities in the open market. Between 
the end of 1945 and the middle of 1948, total reserves of insured commercial 
banks rose by $VA billion and demand deposits by $7 billion. 

A mild business recession in early 1949 brought an abatement in infla- 
tionary pressures, but the last half of 1949 showed significant recovery, and 
by early 1950 it was clear that without anti-mflationary monetary policy 
upward influences upon prices would reappear. The outbreak of fighting in 
Korea in June, 1950, added highly volatile psychological fuel to the infla- 
tionary fires, and frightened the monetary authorities into taking bolder anti- 
inflationary steps. 

The controversy which came to a head in late 1950 between the Treasury 
and the Federal Reserve had been developing since about 1948. Its occur- 
rence resulted from the realization of the essential incompatibility between 
monetary policies designed to moderate inflation and Federal Reserve main- 
tenance of “orderly conditions” in the markets for Treasury securities. In 
the last chapter we noted the heavy responsibilities imposed upon the Treas- 
ury by the size and composition of the federal debt. Maturity of something 
over a billion dollars’ worth of Treasury Bills weekly, combined with the 
frequent but irregular maturities of longer-term securities, imposes the need 
for replacing maturing debt at an average rate of something over $2 billion 
weekly. And if new debt is being incurred through an excess of govern- 
mental expenditures over receipts, new and additional funds must be bor- 
rowed. Under the pressure of needs of such magnitude, it is not remarkable 
that the Treasury should become hyper-sensitive to instability of the money 
markets. In addition, the Treasury rather naturally i§ concerned with the 
size of interest payments on outstanding debt; a minor change in interest 
rates on public debt can cause significant change in expenditures for interest. 

In inflationary periods the principal technique for stabilizing market prices 
of government securities, for providing available funds for investment in new 



MONETIZATION OF THE PUBLIC DEBT; CPEDIT EXPANSION 


1S1 


issues of securities, and for holding interest rates low, is the purchase of 
securities in the open market by the Federal Reserve Banks. The Federal 
Reserve, by ofEering to buy (or sell) at given prices for securities can pretty 
well establish market prices for those securities. During inflationary periods 
the maintenance of stable government security prices will normally require 
fairly constant and fairly heavy buying by the Federal Reserve. As we have 
seen, however, Federal Reserve purchases create new reserves for the mem- 
ber banks, thus expanding the basis for loans to governmnt and to indi- 
viduals and businesses. The action in holding security prices up and creating 
new reserves for the banks moderates interest rates. 

During the depression years of the nineteen-thirties, the Treasury was 
borrowing in large volume to finance its deficits and the Federal Reserve was 
anxious to ease credit conditions. Purchases of securities by the Federal Re- 
serve thus served both its own purpose of easing money and the purpose of 
the Treasury in promoting favorable markets for its securities. The same 
identity of objectives existed during World War 11; the orderly financing of 
the war effort in years of heavy deficits required and enlisted the whole- 
hearted cooperation of the Federal Reserve in using its open market pur- 
chases to create favorable conditions for the flotation of new securities. 

Immediately after the war, the Federal Reserve continued to regard as its 
prime responsibility the maintenance of orderly conditions in the market for 
government debt. The Reserve authorities were apparently so appalled at 
the magnitude of the problem of debt management that they gave this ob- 
jective priority over that of price stabilization in the formulation of their 
policies. Gradually, however, this attitude changed. By the end of the third 
full year of persistent inflation (1948), and with the happy occurrence of 
a large Treasury surplus, the attitude of the banking authorities had begun 
to change, and the objective of stabilizing the security markets was giving 
way to the objective of stabilizing commodity prices. The mild recession of 
1949 raised the market prices of government bonds, forcing the Federal Re- 
serve — in pursuit of its policy of pegging bond prices — to sell in the open 
market. This selling had a tightening effect on bank reserves, creating pre- 
cisely the wrong monetary conditions for the lime. And with the reappear- 
ance of inflationary forces in late 1949 and 1950, further purchases of securi- 
ties by the Federal Reserve were required for security-stabilization purposes, 
at the same time creating new bank reserves and feeding the inflationary 
fires. In August, 1950, the Federal Reserve announced that the Open Market 
Committee were “prepared to use all the means at their command to re- 
strain further expansion of bank credit consistent with the policy of main- 
taining orderly conditions in the Government securities market.” Subsequent 



182 


PUBLIC DEBT AND THE MONEY SUPPLY 


statements and actions indicated that since the two policies were funda- 
mentally inconsistent with one another, the former was to take precedence 
over the latter. 

In spite of their good intentions, however, the Federal Reserve authorities 
have found it impracticable to follow consistent anti-inflationary monetary 
policy since late 1950. The prospect of budget deficits caused by the mili- 
tary production program made insistent demands for support of the govern- 
ment securities market. The increase in industrial productivity and the scaling 
down of government demands for military goods combined in 1951 and 
1952 to produce relative stability of the price level, weakening the support 
for a really “tough” monetary policy. In general it may be said that the Fed- 
eral Reserve substituted for an implied policy of anti-inflationary open market 
operations an “open mouth” policy of discouraging by its utterances the 
reckless extension of loans by the banking system. 

PUBLIC DEBT MONETIZATION: SUMMARY. Public debt becomes 
monetized when it is dealt with by the banks in such manner as to provide 
an increase in the money supply. Debt monetization may result in an increase 
in circulating currency, as occurs when bank reserves created by central bank 
purchase of securities are drawn out of the banks in cash for circulation by 
the public. Newly created bank reserves find their more efficient use, how- 
ever, when they support demand deposits in the banking system. Other things 
being equal, a new dollar of aggregate bank reserves permits a dollar in 
cash to be withdrawn from the banking system; a new dollar in reserves, 
however, permits an increase of five dollars in demand deposits when the re- 
serve requirements are 20 per cent. Total money supply, including both 
circulating cash and demand deposits, increased from $74 billion to $180 
billion between the end of 1940 and the end of 1945, and further to $211 
billion by mid-1952. 

It would be a major error to attribute the whole of these increases to Fed- 
eral Reserve policy alone. The bringing of excess bank reserves into use, 
the addition of gold importations to bank reserves, and the reduction of 
Treasury deposits and cash holdings, contribute to an expansion of bank 
credit quite independently of debt monetization through Federal Reserve 
action. In view of the fact that these things were happening during and after 
World War II, their neutralization by tighter monetary policy — demonetiza- 
tion of the public debt — was indicated after the war if strong inflationary 
tendencies were to be countered. As we have seen, however, on balance 
Federal Reserve policy was expansionary, permitting net new monetization 
of debt. The experience after 1946 indicates clearly the inflationary bias 
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imposed upon monetary authorities by the existence of large public debt. 
Orderly management of the debt calls for active participation by the central 
bank in monetary policies which are inconsistent with those required for 
price stabilization. Open market sales of securities when recession pushes 
security prices upward will have restrictive effects upon bank reserves and 
thus tighten money when it should be eased. Open market purchases when 
inflation weakens security prices wiU. expand reserves and thus help to “boom 
the boom.” 

Our analysis of the process of debt monetization and its effect upon the 
price level has centered principally around an inflationary period, when 
anticipations are high and rising, and the propensity to spend for consump- 
tion and investment is high. We have pointed out in Chapter 5 that when 
anticipations are low the auxiliary spending to create income should be from 
borrowed funds. Further than this, the borrowed funds should represent new 
money, created for the purpose. In this phase of the cycle, therefore, it is 
desired that the debt be monetized — that public borrowing create new money 
from newly created bank reserves. 

Three possible sources of borrowed funds for depression deficit spending 
exist. The first source is that of current private hoarding (current excess of 
private saving over investment) or past hoards (accumulated in the past 
through an excess of private saving over private investment). The second 
source is existing excess bank reserves. The third source is that of current 
net additions to excess bank reserves. Of these three possible sources, the 
third is least likely to create a further decline in anticipations. 

Current hoarding when anticipations are low arises largely out of the de- 
sire of businesses and individuals to increase their liquidity. This being the 
case, if government were to finance additional expenditures by taxes or forced 
loans from current hoarding, it is virtually certain that accelerated private 
hoarding would occur in order to replace liquid hoards being taken by gov- 
ernment. Acceleration of the rate of private hoarding is precisely the course 
to be avoided. A policy intended to halt the downswing and induce recovery 
must both substitute public spending for the deficiency in private spending 
and encourage private spending. 

We have seen in this chapter that during the low income-low anticipations 
era of the thirties, the banks came to depend upon the existence of excess 
reserves as a factor in safe and sound bank operation. This being the case, 
attempts of the Treasury to borrow away excess reserves from the banks 
would probably encourage banking policy designed to replace these excess 
reserves. This replacement of excess reserves would likely come about by in- 
creased limitations placed upon private borrowing, including higher (at least 
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not lower) interest rates. Such action by the banks would operate to further 
discourage spending on investment and consumption, and thus to make more 
difficult the attainment of desired results in the recovery program. 

We are thus left with the necessity of choosing newly created bank re- 
serves as the principal source of borrowed funds with which to finance de- 
pression expenditures. The techniques to be employed are some of those 
utilized during the World War II period. Particular dependence will be placed 
upon open market purchases to create new reserves. Lower legal reserve 
requirements will be a necessity, particularly if a signifi.cant rise in reserve 
requirements has occurred in the previous boom period. It is to be noted 
that a reduction of reserve requirements does not in itself increase the total 
reserves, but by decreasing the proportion of existing reserves actually re- 
quired against deposits a larger portion of these reserves is transferred into 
the excess category. If open market purchases of securities by the Federal 
Reserve banks and lowering of reserve requirements are inadequate to pro- 
vide the desired quantity of additional reserves, liberal offerings of Federal 
Reserve advances and discounts may be employed. This method is probably 
the least satisfactory of the three because such borrowing is voluntary on 
the part of individual bankers. The inhibitions of banking conservatism do 
discourage member bank borrowing from the Federal Reserve banks, while 
open market purchases and reduction of reserve requirements inevitably 
create free bank reserves independent of the choices of individual bankers. 
It may be that direct Treasury borrowing from the Federal Reserve banks 
would accomplish the desired results most simply and effectively. 
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CHAPTER 9 THE BURDEN OF DEBT 


A public debt constitutes some economic burden upon the society incurring 
it. The nature and severity of the burden have, however, frequently been im- 
properly understood, largely because of the temptation to think of public 
debt in terms of private debt and to apply identical standards to both. It 
wiU be the principal purpose of this chapter to explore the similarities and 
differences between public and private debt, and to analyze the nature of 
the burden of public debt upon the economy. 

THE OBVERSE OF DEBT: CREDIT 

For every dollar of debt outstanding there is a dollar of credit. The liability 
of the debtor to the creditor is matched by the asset value of the creditor’s 
claim. This is a routine fact which is frequently overlooked when considering 
the nature of debt. The canons of financial morality generally deplore the 
condition in which the debtor finds himself while extolling thrift and its 
economic virtues in the person of the creditor. Yet one cannot occur without 
the other, unless thrift merely results in hoards. 

The essence of debt — ^public or private — ^is the use by one person of the 
savings of another. If by transfer of funds from lender to borrower these 
funds are more effectively utilized there is no doubt that the circumstances 
which produce the debt are economically desirable. In this sense there is 
real point to the assertion that the existence of debt is an indication of eco- 
nomic vitality. Prosperity is accompanied by an increase in private debt, 
while its decrease typically occurs in depression. It should be clearly evident 
why this is so: An increase in consumption and investment (spending) neces- 
sitates both the borrowing of existing spendable assets and the borrowing 
of new money. Net decrease in debt to the banks implies the destruction of 
money, while net decrease in debt to others normally reflects less active use 
of funds in the market. The consequence is declining national income. Gov- 
ernment borrowing of idle funds in the hands of individuals or of new funds 
from the banks is likely to be income-inducing, and therefore desirable when 
underemployment exists. This is the point of the argument advanced in the 
late nineteenThirties, that although federal debt had greatly increased since 
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1929, the total of public and private debt had not increased.^ The income- 
maintaining potentialities of public borrowing — spending to offset the decline 
in private spending — should not require further elaboration here.^ The lever- 
age effects of both public and private borrowing are similar, and they may 
logically complement one another — ^the former being substituted as the latter 
declines. 

To the extent that public debt is held by citizens of the debtor govern- 
ment, “we owe it to ourselves.” This is equally true of private debt when 
viewed in the large. If on the other hand the debt is owed to citizens or gov- 
ernments of other societies, payments on the debt represent deductions from 
national product, and the standards of national welfare are thereby reduced. 
This does not mean that funds borrowed from abroad are unproductive to the 
borrowing economy. It means simply that investment of funds borrowed 
from abroad produces less net return to the borrowing economy than would 
similar investment of funds provided at home. The fact that internally-held 
debts are owed to ourselves is significant in terms of the level of national 
income. The incurrhig of debt involves simply transfer of funds within the 
society; national income at the disposal of the society is not made smaller 
by debt, but may well be made larger by the expenditure which borrowing 
allows. 

But debt has its individual as well as its national aspects. Although we owe 
internally-held debt to ourselves, those constituting “we” are not necessarily 
the same individuals as those constituting “ourselves.” This is perfectly ob- 
vious in the case of private debt, where although both debtor and creditor 
may be fellow-citizens the debtor and the creditor are not the same indi- 
vidual. In the case of public debt the ultimate debtors (taxpayers) may be, 
to a greater or less degree, the creditors (bondholders). But it would be co- 
incidental indeed if distribution of ownership of the public debt were identical 
with distribution of the tax burden, eliminating in one stroke both the ad- 
vantage to creditors and the burden to taxpayers. 

We cannot, therefore, breezily assert that because we owe an internally- 
held debt to ourselves, there is no burden of debt. For ours is, after all, an 
economy of individuals; economic burdens are largely of a subjective and 
individual nature, and must therefore be analyzed in terms of individuals. 
But it is equally true that individual welfare is dependent to a great degree 
upon group welfare. Most individuals are far better off at a high than at a 
low level of employment and national income, and the causation frequently 

1 Chairman Eccles, of the Board of Governors of the Federal Reserve System, made 
this point in a letter to Senator Byrd dated December 23, 1938. Cf. Weissman, Economic 
Balance and a Balanced Budget, N. Y., Harper, 1940, p. 176. 

3 See Chapters 4, 5, 6. 
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runs from general welfare to individual welfare. The danger is that we be- 
come either solely macro-economists, concerned with total or average data 
alone, or micro-economists, limiting our observations solely to the individual. 
To take either position to the exclusion of the other is to develop half-truths. 
To identify individual debt with public debt in all respects is as wrong as 
to declare that because we owe it to ourselves an internally held debt im- 
poses no economic burdens. When indebtedness represents funds productively 
invested, there is no net burden, but a net benefit to society as a whole, for 
that society is better off than it would have been had the investment not 
occurred. But the debt itself sets up a system of transfers of principal and 
interest which may impose specific burdens upon individual members of the 
society. 

THE BENEFITS OF PUBLIC DEBT 

Before analyzing the debt burden, we may consider some mitigating bene- 
fits to be derived from the existence of public debt. We shall dismiss very 
briefly the almost unlimited potential benefits of the ability to borrow. For 
respectable governments cannot permanently bind themselves to pay-as-you- 
go policies. Thus the existence of a strong public credit is highly advantageous 
to society, and the use of public credit is one of the pillars upon which fiscal 
policy must stand. Without it the financing of public emergencies would be 
impossible. 

The political advantages of a widely-held public debt, though impossible 
of measurement, are none the less real. The same arguments which support 
at least token tax payments by all citizens support widely-held public debt. 
A government which derives its powers from the consent of the governed re- 
quires an interested as well as an informed electorate. Both interest and in- 
formation are encouraged by financial contact. It is unfortunate, indeed, that 
so small a proportion of the electorate has traditionally beeir directly and 
recognizably affected by goveriunental fiscal operations. The morale effects 
of popular war bond drives are a case in point. 

The economic advantages of a widely-held public debt are considerable 
in the maintenance of a high level of consumption. Holdings of highly liquid 
government bonds by small income receivers represent accumulated assets 
which may be liquidated for expenditure in emergencies or for purchase of 
durable consumers’ goods. Even if holders have no intention of liquidating 
bond holdings for consumption expenditure, their very existence as liquid 
reserves against contingencies will obviate to some degree the need for sav- 
ing from current income to build up such reserves. Thus, the fact that bonds 
are held can be assumed to increase for low income spending units their 
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propensity to consume from current incomes.® In a potentially inflationary 
period the increased propensity to spend fa by no means desirable; in the 
long run, however, there is little doubt that the economy requires the highest 
level of consumption consistent with savings adequate to meet new capital 
needs. 

The Treasury’s estimates of the ownership of United States government 
securities during the war are given in Table 19 below. It will be noted that 
ownership by individuals increased during the period at about exactly the 
same rate as did total government debt. It should be emphasized, however, 
that this does not mean a like increase in the number of individuals holding 
savings bonds. A study by the Bureau of Agricultural Economics of liquid 
assets held at the end of 1945 showed that 37 per cent of spending units 
(families) in the United States at that time held no war bonds, and that an- 
other 37 per cent held less than $500 worth.* This means a considerable 


TABLE 19 OWNERSHIP OF U. S. GOVERNMENT SECURITIES, 1942-1946 B 

($ millions) 


END 

OF 

MONTH 

TOTAL 

SECURITIES 

OUT- 

STANDING 

Banks 

Indi- 

viduals 

HELD by: 
Insur- 
ance State & 
Com- Local 
ponies Gov’ts 

Other 
Corpo- 
rations 
& Asso- 
ciations 

U.S. 

Gov’t 

Agencies 

1942 — ^June 

76,517 

28,645 

18,200 

9,200 

600 

9,300 

10,622 

1943 — ^June 

139,472 

59,402 

30,300 

13,100 

1,300 

21,000 

14,322 

1944 — June 

201,059 

83,301 

45,100 

17,300 

3,200 

33,000 

19,097 

1945 — ^June 

256,766 

105,892 

58,500 

22,700 

5,300 

39,500 

24,940 

1946 — February 

278,451 

115,404 

63,700 

24,800 

6,400 

40,100 

28,181 


concentration of war bond holdings — ^actually 62 per cent of war savings 
bonds were held by the top 10 per cent of spending units. This does not sug- 
gest a sufficient dispersion of ownership to accomplish by any means the 
full advantages of a widely-held public debt. 

A further potential advantage in public debt lies in its provision of safe 
securities in which to invest funds. Investments in the public debt (See Table 
19) by insurance companies, by state and local governments, by United 

B There are those who believe that the World War n nest egg of sayings bonds will 
have the effect of encouraging further saving in the future; that individuals, having 
tasted the security of reserves, will be encouraged to save further. There are undeniably 
cases of this sort, though it is believed that their significance is limited. Broadening of 
social security would reduce the need for less systematic privately-accumulated reserves. 

^National Survey of Liquid Asset Holdings, Spending, and Saving, Part One, Wash- 
ington, June, 1946, p. 6. 

B Taken from Federal Reserve Bulletin, June, 1946, p. 646. 
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States government agencies, and to a considerable extent by other corpora- 
tions and associations, reflect their need for high grade, liquid objects of 
investment. It is probable that a significant portion of wartime individual 
savings would not have been made in the absence of savings bonds available 
for purchase. The situation with the banks is quite different. Investment 
funds were created for the express purpose of providing a market for gov- 
ernment securities. 

It may, of course, be argued that institutional investors have purchased 
government securities simply because they were available, while corporate 
securities of high liquidity, safety, and stability have not existed in sufficient 
quantity. This is true. But it does not follow that insufficiency of acceptable 
corporate securities resulted from government debt. Under no practical cir- 
cumstances can a comparably large volume of corporate bonds be as safe as 
Treasury bonds. The credit standing of corporations is not equal to that of 
govermnent, largely because of the incomparably greater financial resources 
of government. The credit of a firm stands upon its own business policies and 
the market for its products. Government stands astride the whole economy; 
its tax resources rise and fall with business boom and depression, but not 
with the rise and fall of firms or products. The influence of government over 
the banking system represents a distinct advantage over private corporations 
in the maintenance of comparative stability and liquidity of its securities. 
Further, the very magnitude of public borrowing allows provision for a 
variety of securities appealing to various classes of investors which few 
private corporations could duplicate. Finally, in government there is not 
the same sort of separation of management from the lenders. This is not to 
suggest that holders of government debt run the government; it is merely to 
say that policies of government are not determined by a group with peculiar 
financial interest in government often distinct from that of the bondholder. 

Circumstances being what they are, it is inevitable that federal securities 
should be of higher grade than those of corporations. From this it follows 
naturally enough that insurance companies, trust and thrift organizations, 
and state and local sinking funds should be compelled to invest a consider- 
able portion of their assets in federal debt. And it is not surprising that, where 
safety of investment is the paramount consideration, such institutions should 
choose to purchase public securities in the absence of legal compulsion. The 
investment of federal trust funds presents a special situation. Safety of in- 
vestment is essential. In addition, in what else than Treasury securities could 
such fxmds be invested? Investment in state, foreign, local, or corporate bonds 
would establish a federal government financial interest in the borrowing 
agency which is inconsistent with the concept of sovereignty. It might sub- 
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ject government to charges of gross favoritism and, in case of default, would 
involve the establishment of government as claimant in a potentially em- 
barrassing manner. The possibility of exercise of control as creditor might 
generate fears or situations which are better avoided. 

The conclusion is inevitable that public debt is desirable, no matter what 
its burden, when incurred for the purpose of securing benefits which out- 
weigh the burden. In this sense debt is a necessary evil, like costs of pro- 
duction; if the benefits could be secured with less burden the alternative 
would be preferable. But as we go on to consider the burden of public debt, 
it is well to keep in mind that there are mitigating advantages. Alexander 
Hamilton’s belief that a widely-held public debt “will be a powerful cement 
of Union” is still pertinent. The consumption-inducing potential of the owner- 
ship by the public of liquid securities may be an important though by no 
means the only factor aiding in the maintenance of a high and stable level 
of national income. And finally, the existence of a large volume of safe and 
liquid government securities has provided desirable outlets for the savings 
funds of banks, individual and institutional uivestors, and governments. It 
amounts to government guarantee of the safety and liquidity of a major por- 
tion of private savings. 

THE BURDEN OF THE DEBT AS RELATED TO ITS PRINCIPAL 

The burden of a public debt is represented by the economic hardship which 
it imposes. This hardship may take the form of waste of productive efficiency 
for the economy as a whole or undesirable economic burdens imposed upon 
particular classes. The former involves misdirection of production, and when it 
occurs is far more likely to result from spending than from deficit spending. 
That is, uneconomic diversion of productive resources to government func- 
tions rather than to private functions can occur as easily under a balanced 
budget as under an unbalanced one. The latter involves redistribution of 
wealth and income, which may frequently occur as a result of the decision 
to borrow and spend rather than to raise spendable funds by taxation. It is 
essential in any analysis of debt burden to limit our attention to the debt 
itself. The spending which creates the debt may or may not be justified; study 
of the burden of debt assumes the debt to be in existence— for whatever 
reason — and considers the effects of that debt upon the economy. 

Although popularly too much significance is attached to the principal of 
the public debt, there are elements of burden which may vary with the size 
of the principal. So long as the public insists upon measuring debt burden 
in terms of the magnitude of the principal, fears and hesitations so inspired 
must be considered an element of debt burden. 
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The possibility of inflation resulting from the form of borrowing consti- 
tutes another element of burden. For if debt is purchased by the banks out 
of newly-created reserves while the economy is operating near a level of full 
employment, price inflation will result in redistribution of real income which 
creates a real burden upon the fixed money income classes. And it is highly 
unlikely that such redistribution will simply redress a previous maldistribu- 
tion. Further social cost is incurred through inflation when uncertainty as to 
further production costs discourages expansion or maintenance of a high 
level of production. It is well known that inflationary pressures work with 
varying intensity upon particular production costs at different times; where 
the bottlenecks will first appear is difficult to determine and upsetting to pro- 
ducers’ calculations. Evidently if borrowing is inflationary, the heavier the 
borrowing (the greater the increase in debt principal) the greater the in- 
flationary possibilities. 

The urge to reduce debt principal may involve three kinds of burden. 
( 1 ) The raising of taxes for debt retirement by a regressive tax system ® will 
take funds from those less able to pay and transfer these funds to bondholders 
who gain relatively little benefit from their receipt. (2) Reduction of ex- 
penditure on useful governmental fimctions will impose burdens upon prior 
beneficiaries of those functions. (3) Taxes to repay debt held by the banks 
may result in net destruction of a part of the circulating medium.'^ If reserves 
freed by repayment of debt to banks are not used as a basis for new loans 
to private enterprises, the purchasing power taken from taxpayers will not 
be replaced in the economy. In boom periods such destruction of purchasing 
power may be desirable, though in other periods it may have an adverse 
effect upon the income level. 

Finally, it is apparent that an existing debt so high as to have largely ex- 
hausted government’s borrowing power would make further borrowing 
difficult or impossible, with the resultant loss of benefits which could be 
gained by new expenditure in excess of current taxes.® 

All of the above-listed aspects of potentiai burden taken together are not 
impressive. Each is but a conditional burden, becoming real when accom- 
panied by unwise policy which could be avoided. Retirement of public debt 
is in modem times very largely a matter of choice. The issue of government 

® A system in which the burden of taxes is heavier upon low income receivers than 
upon those with high incomes. It does not mean that low income receivers indiyidually 
pay more taxes, but that they pay more in relation to their ability to contribute. 

T Cf. C. R. Whittlesey, “Retirement of Internally Held Debt,” American Economic 
Review, September, 1943. 

s The rigidity of debt limits can create this situation for state and local governments, 
though it is diflBcult to imagine exhaustion of the borrowing power of the federal gov- 
ernment 
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bonds -without stated maturity dates is common with many foreign govern- 
ments. Everywhere (with the exception of many local governments) the pos- 
sibilities of refunding and conversion suggest that repayment can rather easily 
be postponed indefinitely. This being the case, the burden of the principal 
of debt is far more hypothetical than actual. 

It is unfortunate that so much popular measurement of the assumed burden 
of debt is related to the magnitude of the principal.® For the real burdens 
are related to interest payments, and even their burdensomeness is a relative 
matter. The size of national income, the nature of the tax system, and the 
degree of dispersion of security holding are all significant determinants of 
intensity of burden. 

THE BURDEN OF INTEREST PAYMENTS 

TRANSFER FRICTIONS. The principal burden of debt is the total costs 
to the economy or segments of it incurred in connection with the transfers 
of purchasing power involved in interest payments. These costs are partly 
money costs, partly subjective costs, applicable to individuals. Most of the 
money costs of transfer relate to a comparison of the pattern of tax burdens 
with the pattern of claims for interest upon government. If the interest re- 
ceivers were, individually, the taxpayers, and if each taxpayer contributed 
the whole amount which government was to pay him in interest, the burden 
would be minor indeed.^® But no such identity of taxpayers and interest- 
receivers is likely. At the end of the fiscal year 1951, the Treasury estimated 
ownership of the public debt by various classes of investors to be about as 
follows: Individuals (including unincorporated businesses and partnerships), 
25 per cent; other non-bank investors, 42 per cent; banks, 33 per cent.^^ Al- 
though no particular taxes are earmarked for interest payment, the propor- 
tions shown bear little resemblance to proportions of federal taxes paid. And 
of course, within each category of security holders very great variations in 
holdings exist. A study at the beginning of 1952 led to estimates that of the 

fl It was common in the early 1930’s to state as a rule of thumb that a federal debt of 
$50 billion represented a maximum that the economy could support. Later in the same 
decade the figure was not uncommonly set at $100 billion. Still more recently the rule 
of thumb has been stated in a somewhat more refined and elastic form as ‘twice the 
national income.” All such rules rest upon quite unsatisfactory grounds; for they ate 
related to absolute principal sums, ignoring the relativity of nearly all factors deter- 
mining burden. . . , , , t 

10 The burden of interest payments would then consist of (1) the unpleasantness ot 
tax payments per se, (2) the frictional losses incurred through the necessity of em^oy- 
ing men to administer the transfer, which means passing tax laws, collecting t^es, han- 
dling disputes, and paying interest, and (3) the dashing of any hopes bondholders may 
have had that interest receipts would be net above taxes. 

Annual Report^ 1951, p. 940- 
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46 per cent of spending units in the United Stales which received incomes 
under $3000 before taxes, about 72 per cent held no United States Savings 
Bonds. It would be quite incorrect to assume that this large share of the 
population was exempt from payment of federal taxes on 1951 income. Par- 
ticipation in public debt ownership by individuals increased markedly dur- 
ing World War II. Between the end of 1946 and the end of 1951, the 
proportion of the public debt held by individuals declined moderately (25.3 
per cent to 24.5 per cent). This does not, however, tell the whole story. 
The Federal Reserve Surveys of Consumer Finances show a persistent tend- 
ency toward concentration of individual holdings of government securities 
since World War II in fewer and fewer hands. The figures showing the pro- 
portion of spending units holding no Savings Bonds in the various years are 
as follows: 


1946 

37% 

1947 

44% 

1948 

53% 

1949 

56% 

1951 

59% 

1952 

62% 


To the degree that lower-income individuals contribute in taxes funds which 
are to be paid to more privileged groups and institutions, an upward re- 
distribution of income occurs. 

If taxes upon certain types of business concerns or certain lines of pro- 
duction are made abnormally heavy because of the necessity of meeting high 
interest charges, the impact of the transfer will be disproportionate. Current 
taxes upon corporate income in general may well represent this type of case. 
When corporate profits are taxed twice — as income to the corporation and 
as income to the stockholder — ^the burden is relatively severe. 

The burden of taxation for interest payments will possess varying severity 
in different phases of the business cycle. Since interest represents a fixed 
charge upon the Treasury, taxation to pay a given amount of interest in 
depression will be far more burdensome than in prosperity. The availability 
of borrowing m depression to meet interest (and other) expenditure can 
mitigate the peculiarly intense burden of taxation in depression. And it has 
been previously indicated (Chapter 5) that such a policy is desirable for 
counter-cyclical reasons, both to reduce the negative effects of taxation upon 
anticipations and to put unused savings into private circulation. 

It should go without saying that, other things being equal, the larger the 

12 Calculated from figures published in Federal Reserve Bulletin, July, 1952, pp. 741, 
747. 
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volume of interest payments on the debt the greater the economic burden 
of the debt. Let us note, however, that this is not to state that the larger the 
debt the greater the burden. For the relation of the size of debt principal to 
the annual payments has imdergone constant change. The decline in interest 
paid per dollar of federal debt outstanding is shown in Table 20 below. Too 
much warning can hardly be given against overesthnation of the significance 
of debt principal. In the peak debt year of 1946, the efiective rate of interest 
was less than one-half that in 1924, which is to say that the interest burden 
(other things equal) resulting from debt of twenty billion dollars in 1924 
was equal to that resulting from debt of forty-two billions in 1946. 


TABLE 20 FEDERAL INTEREST-BEARING DEBT OUTSTANDING, COMPUTED 
INTEREST CHARGE, COMPUTED RATE OF INTEREST, SELECTED 
YEARS, 1924-195113 


END OF 

FISCAL YEAR 

INTEREST- 

BEARING DEBT 

($ billions) 

COMPUTED ANNUAL 

INTEREST CHARGE 

($ millions) 

COMPUTED RATE 

OF INTEREST 

w 

1924 

21.0 

877.0 

4.18 

1932 

19.2 

671.6 

3.505 

1940 

42.4 

1,094.7 

2.583 

1946 

268.1 

5,350.8 

1.996 

1951 

252.9 

5,739.6 

2.270 


MINIMIZING THE DEBT BURDEN 

The only way to avoid debt burden is to avoid debt. Such a suggestion is 
hardly pertinent, however, in view of the existence of large public debt, in- 
curred, in the main, for essential purposes, and in view of the severe burdens 
which too rapid retirement would entail. The debt cannot be passed off as 
burdenless on grounds that “we owe it to ourselves.” Nevertheless that bur- 
den is a relative burden; a given amount of purchasing power transferred on 
account of payments on the debt will under varying conditions represent 
different real burden upon the economy. In the final analysis the burden of 
interest transfers is really a question of the economic burdens of taxes. 
Some of the variables have been suggested above and will be repeated. 

BORROWING VS. TAXATION FOR DEBT SERVICE. The method used 
in raising funds to be paid as interest will have important bearing upon the 
intensity of the transfer burden. In periods of marked underemployment the 
burden of raising funds for interest or repayment of debt will be less if these 

Annual Report of the Secretary of the Treasury, 1951, p. 813. Computed interest 
includes coupon interest on Treasury Bonds, Notes, and Certificates; on Savings Bonds 
and Notes at rates efEective if held to maturity; and discount on Bills. 
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funds are borrowed. This is, of course, true of immediate burden, and will 
hold true so long as the conditions of underemployment continue. We must 
not overlook the fact, however, that borrowing for payment of interest in- 
creases the principal of the gross debt, and therefore (other things equal) 
increases the amount of interest to be paid on the total debt. In periods of 
full employment the reverse is likely to be true; taxation of a high income 
economy may well be less burdensome than borrowing from individuals, and 
will be less inflationary than borrowing from banks. 

1. THE TYPE OF BORROWING. Borrowing from banks whose reserves 
are increased to provide the funds will always be immediately less burdensome 
than borrowing from individuals, since borrowing from banks out of newly 
created reserves implies the placing of “new money” into the hands of re- 
cipients of governmental expenditure and of interest receivers. If the current 
level of national income is such as to require the introduction of new money, 
this procedure makes the “transfer” almost completely burdenless. On the 
other hand, at a nearly full employment level of national income, such a 
procedure will accentuate boom tendencies, and is inferior both immediately 
and in the long run to borrowing from individuals. In fact, taxation to raise 
funds for interest payments is in most instances of high employment prefer- 
able to borrowing, either from banks or from individuals. As a general rule, 
therefore, indicated policy is to tax in periods of high employment and to 
borrow from banks in periods of low employment. 

2, THE TYPE OF TAXATION. A tax system which falls heavily on the 
low income receiver will impose greater burden per dollar collected than 
will a tax system which falls upon incomes in excess of consumption require- 
ments. Thus, if funds are raised to meet interest payments by sales taxes 
upon common articles of consumption, the burden is necessarily heavier 
than it would be if such fxmds were taken by progressive taxes upon net in- 
come with a reasonable personal exemption. The problem of raising tax 
revenues with minimum burden upon the economy will be a major considera- 
tion in our later study of taxation. For the present it is important only to 
state the evident fact that while other things remain the same a given vol- 
ume of tax revenue can be raised by good or bad taxes, and whether they are 
good or bad depends very largely upon how burdensome they are upon tax- 
payers. 

DISPERSION OF DEBT OWNERSHIP. The burden of taxes paid for debt 
service may be mitigated by receipt of interest by the persons who pay the 
taxes. Except for the frictional loss involved in the transfer, the burden would 
then be the subjective one of failure to receive net interest income after 
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taxes. By and large, except for the possible effects upon business incentives, 
the ideal would be ownership of securities by the lower income classes and 
a tax system receiving its principal contributions from the high income classes. 
The former aspect of the ideal is hardly attainable under any conceivable 
circumstances; the latter characterizes the present federal tax system, though 
not the tax systems of states and cities. It may be noted that tax exemption 
of the income from government securities points toward this ideal if public 
debt is held by the lower income classes. But since the public debt tends to 
be held by individuals in the higher income groups and by investing insti- 
tutions, tax exemption in fact tends to accentuate rather than to mitigate the 
debt burden. 

NATIONAL INCOME AND DEBT BURDEN. Probably the most impor- 
tant variable determinant of the intensity of the debt burden is the level of 
national mcome. This is an extremely important fact to be kept in mind in 
discussion of deficit spending to promote a high level of national income. 
For if successful such a program, while increasing the debt principal and 
probably the annual interest charge, carries its own mitigation of debt bur- 
den. Looked at from the point of view of the economy generally, although 
the interest charge on the federal debt was eight times as great in 1946 as 
it was in 1932,^'* the national income was four times as large in the former 
as in the latter year, which means that the proportion of income devoted to 
public debt interest was less than twice as great in 1946 as in 1932. Actu- 
ally, however, if we allow for operation of the economic principle of dimin- 
ishing marginal utility,^® the burden of transferring 1/31 of a 165 billion 
dollar national income in 1946 might well be less than the burden of trans- 
ferring 1/60 of the 40 billion dollar national income in 1932.^® 

A high national income will by sheer weight of proportion reduce the 
burden of debt. The extent to which this reduction in burden is shared by 
individuals depends upon the distribution of income among individuals as 
compared to the incidence of the tax or borrowing system and the distribu- 
tive pattern of interest payments. Nicer adjustment of the dollar burden 
among individuals actually reduces the real burden, while increase of na- 
tional income at a rate more rapid than the increase of dollar burden will re- 

See Table 20. 

rs The larger the income the less utility attached to the marginal (or last) unit of that 
income. Consequently the larger the income the less the subjective sacrifice involved 
in giving up a given dollar to the tax gatherer. 

18 Such a comparison assumes reasonable similarity in the two years chosen for our 
example of tax systems, sources of borrowed funds, dispersion of debt-holding, and 
method (taxation or borrowing) of raising the necessary funds. It is probable that in 
the two years selected these factors were reasonably similar. But even if not, the prin- 
ciple stands. 
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duce real burden, independent of the nicety of its distribution. As Mr. Evsey 
Domar has said: “If all the people and organizations who work and study, 
write articles and make speeches, worry and spend sleepless nights — all be- 
cause of fear of the debt — could forget about it for a while and spend even 
half their efforts trying to find ways of achieving a growing national income, 
their contribution to the benefit and welfare of humanity — and the solution 
of the debt problem — ^would be immeasurable.” 

REDUCTION OF DEBT BURDEN BY MANIPULATION. The burden of 
debt can under certain conditions be reduced by the artificial creation of 
markets for government securities bearing lower interest or no interest. By 
the National Banking Acts of 1863 and 1864, state bank notes were taxed 
out of existence and national banks were allowed to circulate their own notes 
upon the purchase and deposit of Treasury bonds. This system created an 
artificial market in the banks for government debt which previously could 
be sold only with difficulty. Although this was by no means the only reason 
for establishment of the national banking system, it was a potent one. The 
circulation privilege was valuable to the national banks, and under the re- 
funding act of 1900, only new refunding 2 per cent bonds were made eligible 
for the support of note circulation. The effect was replacement of 3, 4, and 
5 per cent bonds by 2 per cent bonds. This is clearly the use of an artificially 
created market to reduce the interest burden on the debt. 

In recent years favorable hearing has been given in some quarters to a 
system which would require commercial banks to maintain secondary re- 
serves against the deposits which they hold, in the form of government bonds. 
The scheme would require higher reserves, some part of which would be 
held in Treasury debt. Though the principal objective would be to tie up 
bank funds and thus tighten bank lending, some consideration has been given 
to the fact that such a requirement would help to create an artificial market 
for these securities, and interest arrangements somewhat more favorable to 
government might be secured. Though such action would presumably reduce 
receipts of interest by the banks from the Treasury — depending, of course, 
upon the volume of secondary reserves required and the ultimate effect upon 
the banks’ lending policies — it is justified by its supporters on grounds that 
banks are beneficiaries in the form of interest receipts on investments which 
they purchase out of funds handed to them gratuitously by the Federal Re- 
serve. On the whole, however, plans of this sort have had little public 
support; although the Board of Governors of the Federal Reserve System 

i^'E. D. Domar, “The ‘Burden of the Debt’ and the National Income,” American 
Economic Review, December, 1944, p. 823. 
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recommended establishment of a secondary reserve plan after World War II, 
it was motivated by a desire for more effective control of inflationary bank 
expansion and not by a desire to mitigate the interest burden on the public 
debt. 

BORROWING AND THE COST OF WAR 

Many of the realities concerning the burden of public debt are more clearly 
evident in connection with the challenge presented by the necessities of war 
finance: to tax or to borrow. The proportion in which each is used is to a 
considerable degree determined by day-to-day opportunities. Nevertheless 
the facing of the problem urges establishment of definite ideals in wartime 
fiscal policy, and criticism of practice in terms of those ideals. Because the 
problem is huge and calls for some sort of immediate answer in wartime, 
and because idealism is given somewhat freer rein in the surge of patriotic 
sentiment, tradition in public finance is likely to offer somewhat less resist- 
ance to radical change than in peacetime. 

If we were given carte blanche to establish the proper proportions of war 
expenditures to be met by taxes and by loans, what should be proposed? 
These objectives of policy are suggested as basic: 

1. Funds should be forthcoming when needed and in amounts needed; 
finance should never obstruct the satisfaction of essential military or civilian 
needs. 

2. Economic costs should be shared proportionately, so that individuals 
and firms stand after the war in essentially the same relation to one another 
as when they entered the war. 

The first is clearly indicated by the over-riding necessity of victory. The 
second implies that price increases should be limited to those required to 
provide necessary incentives to production. It is highly questionable policy 
to grasp a war emergency as an opportunity to redress the balance of eco- 
nomic welfare, for two reasons.^® The first is that policy is to that extent 
diverted from the war problem. The second — and more important — ^is that, 
since prices are so closely interwoven, if some prices are permitted to rise 
it is inevitable both that other costs of production will rise and that real 
incomes of some groups will fall. In either case it is but a matter of time 
before the price control line will be dented elsewhere. 

Inevitably short-term borrowing will play an unportant part in war finance. 

rs During the early years of World War II there was feeling even among supposedly 
impartial persons that agricultural prices should remain uncontrolled to offset the effects 
of the previous long period of low agricultural income. 
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Even though the decision may be to pay the greater share of war expenses 
by taxation, legislation of new taxes takes time and some further time will 
elapse before collection of new taxes will begin. There must therefore be 
tax-anticipation borrowing. And to the extent that the war is financed by 
long-term loans there will likewise be loan-anticipation borrowing. The major 
financial policy decision is thus between taxation and long-term borrowing. 

POSTPONEMENT OF WAR COSTS. Let us dispose immediately of the 
popular notion that borrowing to finance a war transfers the burden of war 
cost to a later generation. If we talk of cost in real terms, it is evident that 
the war is fought with goods produced during the war. The real cost is in 
labor performed, materials used, and equipment depreciated, and this is 
a matter not related to the method of finance. It is not possible to fight a 
war with materials produced by the post-war generation, except to the ex- 
tent that depreciating equipment is not replaced during the war and must 
be replaced by post-war labor, and that war dissipation of resources makes 
production in the post-war period more costly in terms of the real effort 
required to attain a given output. 

In the purely monetary sense it is likewise true that the burden of war 
cost cannot by borrowing be postponed to a later generation. For funds bor- 
rowed during the war to pay current costs are funds given up by the war 
generation. And when in the post-war period the loans are repaid they are 
repaid to the current post-war generation holding the securities. Since the 
post-war generation inherits the assets as well as the debt liabilities it is hardly 
possible to conclude that this generation is paying money war costs. Thus, 
although it may seem attractive that a post-war generation which inherits 
the benefits of victorious war should bear a part of its cost, this is possible 
only to a very Umited degree. And to the degree that cost is transferred to 
a later generation, this occurs not at all because a policy of borrowing was 
pursued but because of the partial exhaustion of productive resources. The 
transfer is the result of the nature of war and not of the method of its financ- 
ing. 

DISTRIBUTION OF WAR COSTS. Although the bearing of war costs can- 
not be postponed by the method of financing, their distribution among mem- 
bers of society can. The clear analysis of Professor Davenport may be briefly 
paraphrased as follows.^** Since a large part of total wartime production is 
not available for civilian use, labor’s standard of living during the war can- 
not rise in proportion to the effort which labor puts forth. As prices rise, 

19 H. J. Davenport, “The War-Tax Paradox,” American Economic Review, March, 
1919, pp. 34-46. 
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wages lagging, real wages fall while profits rise. If government taxes profits 
heavily enough to remove all windfall profits due to the lag of costs and 
enough of normal profits to reduce the living standard of profit-makers in the 
proportion by which labor’s living standard is reduced, all classes will have 
shared proportionately in war costs. If, on the other hand, government 
finances war by borrowing, the principal buyers of bonds will be profit- 
makers, who have war-produced surplus incomes to invest. The purchasers 
of bonds thus establish claims to post-war production. Davenport’s point is 
that, when war is financed by borrowing under typical war circumstances of 
production and prices, labor pays twice: once in loss of real income during 
the war and again after the war in taxes to repay the government debt. 
Profit-makers, on the other hand, experience only net gain. The disparity in 
contribution is accentuated by the fact that as prices fall in the post-war 
period the claims of bondholders represent increased real claims upon post- 
war production. 

The two classes concerned might better be more broadly termed as those 
whose money incomes lag behind and those whose money incomes run ahead 
of prices during wartime. This preserves all of the truths of the analysis 
while at the same time eliminating terminologies which carry overtones of 
“class warfare.” And it is undoubtedly true that individuals within any class 
may fare quite differently during a war period. What assumptions are in- 
herent in Davenport’s argument? The first is that inflation occurs and that 
certain incomes lag behind prices so that others increase more rapidly. He 
would be a blind optimist indeed who would deny that this assumption con- 
forms with actual war experience. The second assumption is that the post- 
war tax system is more regressive than is bondholding. This is likewise not 
widely at variance with the facts, even though the tax system may not be 
truly regressive. 

Even though the inequities involved may in any war period be less severe 
than Davenport implies, the analysis points to distinct social evils of typical 
wartime financial policy of two sorts: heavy dependence upon loans rather 
than taxes, and inadequate efforts to prevent inflation. 

Commission of the former error almost inevitably leads to commission 
of the latter. For failure to tax away inflationary incomes leaves as the only 
alternative the borrowing of these inflationary incomes. Lacking compulsion, 
however, borrowing can hardly hope to close the inflationary gap. Suppose 
that during a war year national product is 150 billion dollars, represented 
by half civilian and half military goods. The problem of inflation control 
centers around the necessity of transferring nearly 75 billion dollars of private 
income to government. The proportion of the approximately 75 billion dol- 
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lars not transferred to government by taxation should be transferred by bor- 
rowing. But the desire to increase consumption from increased income and 
the desire or inertia which results in increased liquid bank deposits will 
probably thwart government’s desire that these funds be wholly invested in 
war loans. The deficiency must be borrowed by the Treasury from the banks, 
since it must have the money to buy military goods, and this borrowing will 
inevitably be from “new money” out of created bank reserves. 

Forced lending of untaxed surplus income to government could accomplish 
the same immediate anti-inflationary results as would taxation. This could 
be done by measures similar to taxation in coerciveness, but allowing post- 
war credits against amounts paid in.^® Under such a scheme a large share 
of incomes would be taken in taxes, and a further share would be taken for 
which bonds are given the payer. These bonds would have post-war maturity 
dates and would not be redeemable prior to these dates. Such a plan would 
not only remove inflationary pressure during the war, but would provide 
widespread holding of public debt, with all of the post-war advantages ac- 
cruing therefrom. Sensible as the proposal was, it was very little used in the 
United States. England provided for post-war refunds of a considerable pro- 
portion of income taxes on low income receivers,^! and of the top 20 per 
cent of the 100 per cent excess profits tax under certain specified conditions. 
In the United States the only use of the scheme was in connection with the 
excess profits tax during the years 1941-43. Ten per cent of the tax could 
be deducted from tax paid if (within limits) it was used for retirement of 
the corporation’s debt, and if not so used it could be taken in non-interest- 
bearing bonds maturing two to six years after cessation of hostilities.^^ 

It is clear that in the absence of forced savmg, principal reliance should 
be placed upon taxation in wartime. Though the proportion of war expendi- 
tures met by taxation cannot in a major war be 100 per cent, the nearest 
possible approach to this figure is desirable. The records of the various war- 
ring nations in this respect are not good, though some records are better 
than others. Although final figures are not available, Table 21 shows the 
experience of principal belligerents during the earlier years of the war. 

20 An excellent discussion of the policy of “deferred pay” is to be found in J. M. 
Keynes, How to Pay for the War, New York, Harcourt, Brace, 1940, Chapters 5 and 6. 

21 . . in 1941--42 income tax had been extended to 5Vi million workers, who con- 
tributed 125 million [£]; but of this amount some 60 million was treated as credits, 
i.e., was credited to the taxpayer in a savings account to be repaid after the war.” (An- 
nual Report of the Bank for International Settlements, March 31, 1942, reprinted in 
Federal Reserve Bulletin, January, 1943. Quotation from p. 19.) 

22 The amount of such bonds outstanding at the end of fiscal 1945 was just over $1 
billion. Annual Report of the Secretary of the Treasury, 1945, p. 528. 
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TABLE 21 PER CENT OF TOTAL EXPENDITURES MET BY CURRENT 

TAXATION 23 

COUNTRY 

FISCAL YEARS COVERED 

TAXES AS % OF 
TOTAL EXPENDITURES 

United States 

1940-44 

41 

United Kingdom 

1939-44 

47 

Canada 

1940-44 

50 

Japan 

1943-45 

27 

Germany 

1939^5 (first half) 

40 

France 

1940-44 

32 


It is outside the province of this book to analyze the whole problem of 
price control in wartime. It should be clear, however, that the effectiveness 
of taxation (and the form of borrowing) in preventing inflationary pres- 
sures is a basic aspect of the problem. The more successful the methods 
of war finance in preventing inflationary pressures, the greater the effective- 
ness of direct price controls. 

CONCLUSIONS CONCERNING PUBLIC DEBT BURDENS 

For a society as a whole the burden of debt of given size is greater when 
the evidences of debt (securities) are held by persons outside that society 
than when held by members of the society itself. This follows from the fact 
that payments on the debt represent deductions from gross social product, 
thus diminishing social income. But the fact that a society as a whole owes 
debt to itself does not eliminate debt burdens. The real burden of internally 
held debt is the sum of the burdens upon individuals in that society resulting 
from the transfer of income from taxpayers and lenders for the purpose of 
meeting interest and retirement obligations. It is the loss of opportunity to 
use realized income for want satisfaction. 

The intensity of burden of internally held debt of a given size at a given 
time will depend upon several factors. The pattern of taxation as related to 
the pattern of debt ownership is significant. Were these two patterns identical 

28 Computed from the following sources: Bank for International Settlements, Four- 
teenth Annual Report, 31 March, 1944: U. S., p. 170; United Kingdom, p. 180; Japan, 
p. 193; Germany, p. 200; France, p. 214. Canadian figures from H. L. Seligman, “Pat- 
terns of Wartime Borrowing in the United States, the United Kingdom, and Canada,’ 
Federal Reserve Bulletin, November, 1944, p. 1057. Figures for Germany and Japan 
must be used cautiously, both because they are subject to considerable error and be- 
cause their meaning for inflation is not parallel with those of other countries. In the 
case of other countries the difference between 100% and the per cent listed represents 
the proportion of bori'owing. In the cases of Germany and Japan, levies in money and 
in kind upon conquered territories represented considerable amounts which have effects 
similar to taxation. 
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— SO that individuals simply paid to themselves — the burden would he minor 
indeed. If the pattern of taxation is less progressive than the pattern of 
debt ownership, a redistribution of income from those of lower income to 
those of higher income occurs. This is undesirable from almost any point of 
view, and tends to maximize the social burden of debt. On the other hand, 
if the pattern of taxation is more progressive than that of debt ownership 
the redistribution of income which takes place is in the direction of greater 
equality. Such redistribution involves relatively smaller net burden, and may 
well provide benefits in an improvement of the level of consumption which 
create net social gain. When we look at the facts, however, it appears that 
present patterns of federal debt ownership and federal taxation show the 
first to be somewhat more progressive than the second. In the cases of state 
and local governments the pattern of taxation is typically regressive, while 
the pattern of debt ownership is highly progressive. The burden per dollar 
of state and local debt is thus comparatively great; from the point of view 
of debt burdens, therefore, it is fortunate that the great bulk of public debt 
is at the federal and not at the state and local level. 

Certainly the most important single determinant of debt burden is the level 
of national income. The existing high level of public debt makes this the 
overriding consideration in minimizing debt burden. For the prospect of 
major reduction in debt in the near future is relatively unpromising, since 
even relatively large budget surpluses can accomplish only small propor- 
tionate reduction in a debt of $260 billion. Major reduction being unlikely, 
and levels of interest on existing debt offering little or no potentialities for 
reduction,^® the essentiality of high employment and income levels becomes 
apparent as the only method by which the debt may be made easily bearable. 

Sensible approach to the analysis of debt burdens requires that the size 
of debt principal be de-emphasized. For as we have seen, not only are the 
transfers of income which constitute debt burden principally those which 
relate to interest and not principal payments, but the size of principal is an 
inaccurate measure of the magnitude of these transfers. The principal de- 
terminants of debt burden are thus: (1) the magnitude of annual transfers 
for debt service, (2) the pattern of debt ownership within the economy, (3) 
the type of tax system, and (4) the level of national income. 

24 That is, payments to debt holders in the higher income brackets are more than 
proportional to their tax contributions, and thus the proportion of tax payments by the 
lower income classes is greater than their proportion of total receipts of interest and 
principal on the debt. 

25 As we have seen, the trend of interest rates on the public debt has been upward 
since World War 11. This is characteristic of inflationary conditions, when government 
borrowing comes into sharp competition with business investment for loanable funds. 
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CHAPTER 10 PUBLIC REVENUES: 

GENERAL CONSIDERATIONS 


Chapters 7, 8, and 9 have discussed the principal non-revenue receipts of 
government — public borrowings. In this and following chapters, we shall 
be concerned with the revenue receipts of government — ^those receipts which 
increase the funds over which the Treasury has control without a comparable 
increase in debt obligations. The most important type of revenue receipt is 
the tax, though there are other types with varying revenue significance. 

CLASSIFICATION OF REVENUE RECEIPTS 

Much energy can be wasted in an attempt to set up categories within a 
classification which are so carefully and finely drawn up as to be unassail- 
able on logical grounds. In fact, it is questionable whether any classification 
of revenue measures now in use can be constructed which is not open to 
criticism in terms of hairline distinctions. For in practice measures which 
originally were distinct tend to borrow techniques from one another, and 
the tireless seeking after new revenues tends to produce measures which 
straddle conventional categorical boundaries. We shall here use the broader 
categories of revenues, recognizing that although these categories are distinct 
from one another in major characteristics, the lines of demarcation cannot 
be followed rigidly for all characteristics. 

The four classes of revenue receipts are; 

1. Grants and gifts 

2. Administrative revenues 

3. Commercial revenues 

4. Taxes 

1. GRANTS AND GIFTS. We have earlier (Chapter 3) discussed the 
growth of grants-in-aid, by which one government provides financial assist- 
ance to another, usually in the performance of a specified function in a speci- 
fied manner. Educational and highway grants have long been made by state 
governments to localities. The federal government has for a long time made 
grants to state governments for highway construction and maintenance, and 
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for vocational education. Many state universities were originally established 
with the assistance of grants of land by the federal government. 

Grants are seldom made from one government to another for general and 
unspecified purposes. At present the only grants of this type are relatively 
minor ones made by states to their localities. An historical curiosity was the 
federal grant to the states for undesignated purposes in 1836. The revenues 
from sales of public lands and from the customs duties had been so great 
that by 1836 the federal debt had been completely retired and embarrassing 
surpluses were piling up in the Treasury. It did not appear feasible to reduce 
those revenues. The surplus of approximately $28,000,000 was therefore 
distributed to the states for use by them hi any way they saw fit. Although 
subsequent similar distributions had been anticipated, the financial difid- 
culties of 1837 again created deficit and debt, and no such embarrassing 
surplus has since reappeared. 

Federal grants to the states for specified purposes were greatly increased 
both extensively and intensively during the nineteen-thirties. Under PWA 
a large total of grants was made from the federal government directly to local 
governments to assist in the financing of local public works projects. State 
grants to local governments have not been markedly broadened to support 
new functions, the recent increases in the total of such grants resulting largely 
from increases in amounts granted for the established functions of highways 
and primary and secondary education. Exceptions have been temporary grants 
for relief and permanent grants for old-age assistance, the latter in a few 
instances being administered by localities. 

Grants-in-aid are, of course, cost payments of the grantor government and 
revenue receipts to the grantee, since no obligation to repay is established. 
This is true regardless of the fact that the grants are typically made for speci- 
fied purposes. 

Gifts are voluntary contributions from non-govemmental donors, gen- 
erally for specified purposes. Such contributions are likely to increase out 
of the fullness of patriotic fervor during war,^ but even in normal times similar 
contributions are received from interested, grateful, or conscience-stricken 
persons. The total of gifts (as distinguished from grants) is never significant 
in amount. 

Grants and gifts as a category of receipts are characterized by their volun- 
tary nature, and by the absence of any expectation of direct benefit to the 
donor. In the case of grants the donor government gives financial aid in the 

1 Between 1942 and 1945 the federal Treasury accepted donations of money totaling 
over $6 million, in addition to several millions of dollars worth of materials and equip- 
ment, mostly for recreational use by servicemen. {Annual Report of the Secretary of 
the Treasury, 1945, pp. 107, 108.) 



208 


PUBLIC REVENUES; GENERAL CONSIDERATIONS 


performance of a governmental function at another level. The grant is made 
by the donor government in preference to direct performance of the func- 
tion either because of constitutional limitations or because the grantee govern- 
ment is the logical administrative agency. Private gifts are also purely vol- 
untary and provide no direct benefit to the donor except personal satisfaction 
in promotion of desirable activities. 

2. ADMINISTRATIVE REVENUES. Those receipts placed in the cate- 
gory of administrative revenues include fees, licenses, fines, forfeitures, 
escheats, and special assessments. They are characterized by more or less 
free choice on the part of the payer as to whether or not he will pay, and 
more or less direct benefit (or penalty) conferred upon him. The amount of 
the payment does not necessarily, however, bear close relation either to the 
value of the benefit or the cost of conferring that benefit. A further and' 
peculiar characteristic of administrative revenues is that they generally arise 
as a by-product of the administration of a control function of government — 
hence “administrative revenues.” 

As examples demonstrating the above characteristics of administrative 
revenues, let us consider incorporation fees, registration of motor vehicles, 
barbers’ licenses, and permits to operate automobiles. In the case of each, 
the individual is not exactly coerced into payment. But if he wishes to in- 
corporate a business, use an automobile, or work as a barber, he must pay 
the necessary fees. The nature of the benefit conferred upon the fee-payer 
is to be found in the legal and practical advantages of incorporation over 
other forms of organization, the ability to operate his automobile under a 
system in which both the vehicle and the driver must meet certain standards 
of safety, and the advantage to the barber of maintaining certain standards in 
his profession. In none of these examples, however, is there any real at- 
tempt to equate the amount of the fee to the value of the benefit. There is 
more nearly an equation between the fee paid and the pro-rata direct cost of 
administering the regulation, though even this equation is frequently disre- 
garded.^ 

a When fees are used for purposes of outright restriction, as in the cases of excessive 
license fees for permits to sell oleomargarine or unconscionably high registration fees for 
motor trucks, the objective is to discourage competition, and neither benefit nor cost 
of administration is the controlling factor. In such cases the principal beneficiaries are 
not the fee-payers. This is an obvious case of using a revenue measure for control pur- 
poses. An important exception of a different type is use of an administrative revenue 
measure as a tax. Automobile registration fees are a case in point; here the trend has 
been toward raising revenues by registration fees which are far in excess of requirements 
(in terms of cost or value of the regulatory function), these surplus revenues to be 
used for highway construction. In this case there is little if any distinction between the 
objectives of the registration fee and the gasoline tax. 
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We shall have occasion to discuss administrative revenues more fully 
later in this chapter. Their distinguishing characteristics are (or originally 
were) more or less voluntary payment occasioned by the conferring of a 
privilege or the performance of a regulatory function. 

3. COMMERCIAL REVENUES. The revenues which we call “com m ercial” 
are received in the form of prices paid for government-produced commodi- 
ties and services. They include payments for postage, tolls, interest on funds 
borrowed from government credit corporations, tuition to public educational 
institutions, prices paid for liquor in government stores, surplus war ma- 
terials, electricity distributed by publicly owned utilities, and the like. The 
characteristics which distinguish commercial revenues from those in other 
categories are; direct receipt of a commodity or service in return for payment, 
and adjustment of the amount of payment at least roughly to cost (or benefit) . 

We must recognize that there is not always an equation of price of a gov- 
ernment-produced good with average or marginal cost of production. Gen- 
eral social policy may conflict with business policy, as in the case where 
postage rates or subway fares do not cover costs. In such instances it is 
usually desired that the service — for social reasons — be more widely available 
to the public than would be possible if price were equal to cost. In other 
instances government monopolies in the distribution of certain goods are 
established largely to make monopoly profit which can be covered into the 
general funds. The French tobacco monopoly is an example of this; state 
liquor stores fit into this category alfo, although in this field monopoly op- 
eration for purposes of control may be as important as the prospect of 
profit. 

Government may enter hito the production and/or sale of commodities 
and services for several reasons. In some cases private enterprise will not or 
cannot perform the service (e.g., the postal system or the Panama Canal). 
In others it is believed that the service can be better or more cheaply fur- 
nished by government (e.g., production and distribution of electricity). In 
still other cases government may fmd resources or goods on its hands which 
ought to be used by the public (e.g., surplus war products or electric current 
as a by-product of flood and erosion control and of navigation). We shall 
study government industrial operations more fully in the following chapter. 
For the present it is important to note that the commercial revenues are 
gitnilar in nature to prices paid to private producers of goods and services. 

4. TAXES. Taxes are compulsory payments to government without ex- 
pectation of direct return in benefit to the taxpayer. We should probably say 
“more or less” compulsory payments, since the degree of coercion varies 
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with different taxes. A poll tax is paid simply because the taxpayer has 
reached taxable age. Income tax can be avoided only by failure to receive 
taxable income; property taxes can be avoided only by not owning taxable 
property; taxes on purchase of a particular commodity can be avoided only 
by refraining from purchase of taxed goods within the taxed area. Although 
some choice appears to exist, by and large the exercise of choice is not 
feasible and we conclude that for practical purposes taxes are coercive. 

And although we say that taxes are by nature contributions to the general 
funds of government and not for specific benefit of the taxpayers, we have 
seen something of the growth of the tendency to earmark particular tax 
revenues for particular expenditures which benefit the payers of the tax. 
The major taxes still conform to the strict definition. Federal income tax 
receipts are covered into the general funds and allocated to objects of ex- 
penditure by appropriation; property and business taxes are treated similarly 
by the states, as are property taxes by local governments. 

In summary, the characteristics of the four categories of public revenues 
may be compared as in the chart below. 


REVENUE 

CATEGORY 


EXTENT OF 

coercion in 

IMPOSITION 


SPECIFIC BENEFIT 
GRANTED IN 

return 


PAYMENT COVERS 
COST OR VALUE 
OF BENEFIT 


Grants and Gifts 

(-) 


(-) 

Administrative Revenues 

(+) 


(-1-) 

Commercial Revenues 

(+) 


(“h) 

Taxes 

(+) 


(-) 


(-) 
(+) 
( + ) 


It must be recognized that any classification of a miscellaneous list of 
revenue measures will defy clear-cut and mutually exclusive categories. The 
classes discussed above have shown typical characteristics of the several 
categories. Nothing is to be gained by quarreling over minor exceptions, for 
it is admitted that any exact classification would require a separate category 
for each revenue measure. 

It is necessary to record the existence of growing pressures for a trend 
away from taxes and toward administrative revenues and commercial rev- 
enues in public finance. There has been a growing tendency to argue that 
a new tax can be justified only by a showing of benefit to the payers as a 
class. Gasoline taxes have shown this tendency to a marked degree. It must 
be recalled, however, that the functions of government are basically those 
of promoting general welfare. Measurement of the degree of welfare pro- 
vided for a given individual through a general function is impossible in most 
instances. Furthermore, many of the most important governmental functions 
must provide benefits which accrue primarily to the less-privileged classes in 



GRANTS AND GIFTS 


211 


order to raise the level of general welfare. Thus the major part of govern- 
ment revenues must be taken from citizens on a basis other than that of 
benefits derived from the expenditure. Otherwise government tends to exist 
more and more as a commercial entity, providing services for those individuals 
who can pay for them directly. 

Table 22 below presents statistics showing the relative importance of the 
categories of revenues in terms of the amounts produced in 1949. 


TABLE 22 FEDERAL, STATE, AND 397 CITIES’ RECEIPTS FROM TAXES, 
GRANTS, AND OTHER REVENUE CATEGORIES, 1949 3 
($ millions) 





397 CITIES 


FEDERAL 

STATE 

OVER 25,000 

Taxes 

39,230 

7,260 

2,793 

Grants-in-aid 


1,760 

817 

Other 

2,081 

1,089 

426 

Total 

41,311 

10,109 

4,037 


It will be noted that commercial and administrative revenues are combined 
in the table; separation of these revenues is impossible on the basis of exist- 
ing statistics. The evidence is clear that taxes are by far the most productive 
of all revenue sources for all governments. For the federal government they 
constituted approximately 95 per cent of all revenue receipts in 1949; for 
state and local governments combined they made up 72 per cent of revenue 
receipts. Grants contributed less than one-fifth of combined state and local 
revenue receipts, while commercial and administrative revenues constituted 
about one-tenth of their revenues. The “other” revenues of the federal gov- 
ernment are principally commercial revenues, of which those of federal 
credit agencies and the post office are the major items. The “other” revenues 
of states and cities in Table 22 are principally administrative revenues. 

GRANTS AND GIFTS 

It is presumed that gifts to governments require no further specific discus- 
sion. Grants-in-aid, however, loom rather large in the public finances of the 
United States, and certain problems of policy which they raise justify our 
giving them further attention. The rationale of grants from governments at 
“higher” levels to governments at “lower” levels proceeds from the belief that 
functions requiring expenditure can frequently be more effectively admin- 
istered on a decentralized basis even though the objectives to be accomplished 

3 From Statistical Abstract of the United States, 1951, pp. 305, 362, 369. 
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are broad and therefore of concern to higher levels of government. In slightly 
different terms, the goals are nation- or state-Avide, while their administra- 
tion may profit from the local touch. The problem is to accomplish the per- 
formance of functions at essentially uniform standards among the decentral- 
ized administrative units. 

Let us set up a hypothetical example which will clarify the nature of the 
problem of appropriately allocating grants among the various recipients. 
Suppose that within a state there are two towns of essentially equal size, 
economic status, and public school population. Town A operates good 
schools, at considerable tax burden to its property-taxpayers. Town B has 
poor schools, with comparably lower per-pupil expenditure and consequently 
comparably lower property taxes. The interest of the state in promoting uni- 
formly high educational standards will probably lead it to concentrate its 
attention upon B, which is substandard. The simple solution will be to grant 
state funds to B until B’s expenditures for education measure up to those 
of A. (This makes the questionable assumption, of course, that the quality 
of education is a simple function of per-pupil expenditures.) Though such 
a simple formula for distribution of grants will accomplish standardization 
in our example, it will be unpopular with citizens of Town A, and rightly so. 
What this system has done is to reward the town which has neglected its 
schools and to penalize the town which has shouldered its educational duties 
responsibly. On the other hand, a formula which favors A over B in the 
allocation of funds will create even greater difierences in performance. Prob- 
ably the most satisfactory solution to this problem is to establish first a 
measure of “standard effort,” which must be met before the town is eligible 
for any grant. Standard effort should probably be defined as a uniform per- 
centage of income payments in the town to be spent for local education. 
(Assessed valuation of property in the town would be an inferior, but pos- 
sible, substitute for income payments if there is reasonable equalization of 
assessments throughout the state). A local governmental unit must then 
bring its school expenditures up to the standard effort level before it can 
qualify for a state grant. This will penalize the town which is remiss in its 
educational responsibilities, and if withholding of grants will not push the 
town into greater effort, this may be done by imposition of minimum stand- 
ards by law. 

How might grants be reasonably allocated among those local governments 
qualifying by having met minimum requirements? Since the object of the 
grants is to make the quality of performance of the function more uniform, 
the major share of funds will be granted to those whose economic potential 
is lower. In general, however, the objective should be to use money to help 
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those who are willing but unable to afford high quality performance, and 
not those able but unwilling. Such an ideal approach to the management of 
grants will frequently have to be qualified to meet the political realities in- 
herent in the composition of legislative bodies. It is a fairly typical legislative 
phenomenon in the United Slates that smaller towns are relatively over- 
represented in state legislatures, with consequent influence upon the alloca- 
tion of funds to local govermnents. 

Though our example above relates to state-local relationships, the reader 
will recognize that the same problems and the same principles apply in fed- 
eral-state relations.^ 

ADMINISTRATIVE REVENUES 

H. C. Adams has given a useful description of a fee as a charge im- 
posed on the occasion of a special service, the service arising incidentally in 
connection with some comprehensive governmental function. This descrip- 
tion may be applied broadly to include all of those revenues which we have 
classed as administrative revenues, (^vernment performs certain general 
functions for society, such as the protection of persons and property, the 
establishment of basic rules for trade, and certain fundamental facilities 
for the comfort and convenience of society. 

In the performance of these general functions various occasions arise when 
government comes in contact with particular individuals, and these occasions 
are utilized to collect contributions. Sometimes the general regulatory func- 
tion requires the issuance of permits to perform certain acts. At other times 
the administration of regulations requires punishment for infraction of rules. 
On occasion particular benefit, within the general benefit conferred upon so- 
ciety, is bestowed upon individuals. The contributions collected upon these 
occasions of contact with individuals may be justified on grounds of benefit, 
of cost, or of penalty. Practically, however, the amount of the contribution 
is seldom measured with any degree of accuracy by the justification. 

A few examples may clarify the picture. Conduct of foreign relations is 
a general function of government. In the performance of this function the 
issuance of passports is an essential detail. The receiver of a passport pays 
a fee on its issuance; the amount of the fee paid bears little or no relation 
to the benefit to the traveler or the cost of issuance. For the protection of 
society those who practice medicine must meet certain standards of compe- 

4 For a recent, brief, and thoughtful analysis of the problems of grants-in-aid, see 
Maxwell, James A., Federal Grants and the Business Cycle, N. Y., 1952, National 
Bureau of Economic Research. Chapter 3 is especially recommended for elaboration 
of the discussion above. 

s The Science of Finance, New York, Holt, 1906, p. 226. 
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tence. A qualified physician is given a permit to practice medicine; the fee 
which he pays bears little or no relation in its amount either to the benefit so 
conferred upon him or to the cost of issuance of the permit. The health and 
convenience of residents of a municipality may require a sewage system. The 
owner of a new house will be charged for connection with the sewer, the 
amount of payment measuring only very roughly the benefit or cost of the 
connection. Finally a motorist who parks his automobile overtime on a city 
street may be required to pay a fine which measures neither benefit to him 
nor his pro-rata cost of maintaining traffic control. 

The examples demonstrate that administrative revenues are collected when 
government comes in contact with particular individuals in the course of 
administering its general functions. There is little fundamental reason why 
special charges should be imposed when these contacts occur. They do, how- 
ever, provide occasions for revenue collections, and government seizes upon 
these opportunities for making additions to its revenues. Charges for permits 
bear no relation whatever to the individual permittee’s ability to pay; they 
are flat sums charged to all who seek them. And charges for permits to un- 
dertake specified activities bear little or no relation to one another. By and 
large we may say that charges are fixed with a view to providing adequate 
revenue for a special administrative commission. In such cases the amount 
charged is determined by what the traffic will bear without undue exclusion 
from the profession or activity and without generating too much objection 
from permittees. In other cases exclusion is a primary objective, as in the 
case of excessive charges for permits to sell oleomargarine in some slates, 
and excessive registration fees for motor trucks in others. There may be 
pressure by a profession to impose payments for permits which are high 
enough to discourage new entrants into the profession, though there are 
generally better and more direct methods which would accomplish this pur- 
pose more eflectively. In still other cases excessive charges for permits are 
imposed in order to provide a maximum of net revenue to government. Motor 
vehicle registration fees in many states reflect this objective. 

Most administrative revenues are dedicated to expenditure for particular 
purposes. The administrative branch of government which collects the charges 
usually has first claim on the receipts. In some cases a share of motor vehicle 
operators’ license collections is paid directly to the county official issuing 
the license, who thereby works on a “commission” basis. Very frequently 
an administrative commission has earmarked for its use all collections from 
the issuance of permits and licenses by the commission. This is generally 
true of motor vehicle fees (registration fees, drivers’ licenses, dealers’ per- 
mits, etc.) which are dedicated to the highway fund, and of collections by 
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Special boards and commissions issuing permits to engage in trade or pro- 
fessions (i.e., boards issuing permits to barbers, cosmeticians, embalmers, 
doctors, dealers in oleomargarine, etc.). 

The result of such dedication may well be to provide small and specialized 
agencies of government with funds far in excess of their requirements. The 
favored agency may be pressed to find opportunities to spend its income. 
To end the fiscal year with a surplus might well cause real trouble, either 
in pressure to transfer surplus to the general fund, which would raise objec- 
tions by fee-payers to “diversion,” or in pressure to reduce the amount of 
annual payment. The consequence of dedicating receipts to the particular use 
of the agency collecting them is practically to remove that agency from effec- 
tive budgetary control. 

FEES, LICENSES, AND PERMITS. We shall attempt no distinction among 
these terms, for there is no real distinction. We speak of “filing fees,” “op- 
erators’ licenses,” and “permits to sell oleomargarine.” They all give rise to 
government revenues of essentially the same sort; the terms used are likely 
to be origmally accidental and this original usage persists. They all arise out 
of a government grant of permission to be or do something. In general, the 
permission is required because a general governmental function could not 
be adequately performed without the sort of control implied in the grant 
of permission. But although a system of permits must be utilized, it does 
not necessarily follow that the permittee should be required to pay for the 
permit. The imposition of a fee as a prerequisite to receipt of a permit does 
not, in general, improve the system of administration by permit. The fee 
system of financing government is, as it has grown up, largely an opportunistic 
system of collecting funds where possibilities present themselves. Why should 
automobile owners have to pay a license fee before they can use the highway, 
while no such permit is required of pedestrians using public sidewalks, or 
persons using public parks? Why should barbers and tree surgeons be re- 
quired to operate under permit while teachers in private schools do not? 

The fee system has, in some instances, been pushed far beyond any logical 
reason for it. In one state, for example, operators of motor vehicles are re- 
quired to purchase a driver’s license every two years. No examination is 
required of drivers prior to receiving their original permits to drive. By pay- 
ing forty cents each two years a person is permitted to drive his automobile. 
A large share of the payment is pocketed by the county official issuing the 
license. And the person who is caught driving without a license is subject 
to fine. It is impossible to see how the permit system can improve the ad- 
ministration of the safety function. The license is required to collect funds 
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and pay administrators of the system. But the system is simply one of issuing 
licenses, A driver is penalized for failure to have a license whose only func- 
tion is to create an occasion for paying a fee to the issuer of the license. One 
is reminded of the farm tenant who explained to his landlord that a certain 
wooden tub was kept in the farm yard “to keep water in so it won’t leak.” 

A much greater danger in extension of the fee system is in its tendency 
to justify payments to government in terms of specific benefit to the payer. 
The obverse of this tendency is to justify payments to government only 
where a specific benefit is conferred. Such an emphasis obviously runs counter 
to the ideal of contribution to government on the basis of ability to pay. 
And it encourages departure from the concept of government as promoter 
of the general welfare and movement toward government as a dispenser of 
benefits to particular individuals and groups at a price. 

FINES AND FORFEITURES. Fines are imposed as pecuniary penalties 
for infractions of law. It is obvious that they bear no real relation to the 
cost of administering the protection or control functions of government. 
They are presumably related in a loose sort of way to the severity of the 
infraction, though fines whose amounts are fixed and uniform weigh with 
varying severity upon persons with different incomes. Forfeitures of bail or 
of bond are similar to fines in that they are penalties for failure to appear 
in court, to complete contracts as stipulated, or to safeguard valuable assets. 
Fines and forfeitures are quantitatively unimportant as revenue measures, 
they are almost entirely unpredictable, and they are — ^in the revenue sense 
— pure by-products of the administration of larger governmental func- 
tions. 

ESCHEATS. Escheat refers principally to the claim of the state to the prop- 
erty of persons who die without legal heirs. It is the duty of the state to 
guarantee distribution of the estates of deceased persons to heirs specified 
in wills, or in the absence of a will to persons declared to be lawful heirs by 
common or statute law. If no such heirs exist, the property reverts to the 
state. Escheat may include governmental rights to unclaimed bank deposits 
or property of dissolved educational corporations. As a source of revenue 
escheat is obviously of no great importance, and raises few problems of fiscal 
control. 

SPECIAL ASSESSMENTS.^ Certain public improvements, such as the con- 
struction of streets and sewers, confer specific benefit upon particular prop- 

8 For a detailed study of special assessments the reader is referred to A. R. Burnstan, 
Special Assessment Procedure, Special Report No. I of the New York State Tax Com- 
mission, Albany, 1929. 
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erty owners in addition to their general community benefits. Special assess- 
ments are charges imposed upon property benefited by such improvements, 
the amount of the charge being determined by pro rata cost or pro rata 
benefit. Special assessments are thus similar in many respects to prices, 
since property owners are buying improvements from local government. On 
the other hand, there is a large element of general benefit to the community, 
and the scale on which the improvement is undertaken must conform to 
community plan as well as to the desires of peculiarly benefited property 
owners. We are thus justified in classing special assessments as administra- 
tive revenues rather than as commercial revenues. The contact with the in- 
dividual property owner occurs in connection with the performance of the 
general function of urban physical development, and special revenue im- 
positions upon individuals justifiably arise out of these contacts. 

The combination of general and specific benefit in those improvements 
which give rise to special assessments is not peculiar only to them. As we 
have seen, payments for permits of all kinds involve the same combination. 
Nevertheless, special assessments present peculiar problems because the pay- 
ments required from individuals are commonly large in amount. This being 
the case, property owners are entitled to a voice in determination of what 
projects are to be undertaken, and how elaborate the improvements will be. 
Furthermore, the system of payment must be made as convenient to the 
individual payer as is possible. The project is undertaken by government, 
and the financial obligations to contractors are assumed by government. 

Recognizing that orderly and planned physical development of the com- 
munity is the paramount interest, what voice should property owners have 
in initiating improvement projects? Procedures vary among the states which 
impose procedural regulations upon their local governments, and among local 
governments when no such state regulation is imposed. In practice, projects 
are usually proposed by government, and property owners are given some 
power of veto after public hearing. Since the interests of government are 
paramount, however, the veto cannot be exercised except by a substantial 
majority of property owners. The larger the share of cost borne by govern- 
ment, the greater should be the power of government to override the veto. 
Although in practice a project is less frequently proposed by property owners, 
this right is generally provided. When property owners recommend projects 
they should be, and generally are, empowered to state the upper limit of 
cost which they are willing to bear. If a respectable majority of property 
owners request an improvement, and are willing to assume substantially the 
whole cost, the veto power of government is properly limited, and will nor- 
mally be exercised only when the project is out of line with city plans or 
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when the city’s interest would require performance on a more elaborate 
standard than contemplated by property owners. For it is possible that a 
street or sewer which would be adequate to the needs of existing residents 
in a new development would be quite inadequate from government’s point 
of view which must give consideration to the needs of future expansion. 
In such a case the total cost of the improvement on a scale desired by gov- 
ernment would be considerably in excess of the cost which the petitioners 
are willing to assume. As a general rule in matters of conflict the authority 
of government must be stronger than that of petitioners. This is not to imply 
that conflicts normally develop, for typically arrangements for special im- 
provements are completed by cooperation between both interested parties 
in the accomplishment of projects desired by both. 

Determination of the amount to be assessed against individual property 
owners presents another set of problems. Most state laws allow local govern- 
ments to assess agamst benefited property the whole cost of the improve- 
ment, including, in addition to actual construction cost, the costs of land 
acquired and of engineering and supervision by city departments. In some 
states local governments are by law limited in assessment to only a portion 
of total cost of property improvements (e.g., one-half or two-thirds). This 
is statutory recognition of the element of general welfare in such improve- 
ments, requiring government to bear its share of cost. However, regardless 
of legal right, the common practice is for government to assume a share of 
the cost. The amount of assessment permitted is everywhere subject to the 
overriding limitation that no property owner shall be required to contribute 
an amount in excess of the value added to his property by the improvement. 
This obviously raises difficult problems of measurement, both of the amount 
of property value increase and the proportion of the appreciation which 
should be attributed to the improvement in question as distinguished from 
other appreciating influences. 

Within the limits of apportioned cost or increment to property value the 
amount actually assessed is determined by local practice. If the improve- 
ment is in a low-income district the assessment of substantially the whole 
cost or value appreciation against parcels of property may meet with in- 
ability to pay and consequent transfer of property.''^ The special assessment 
practices of government must take this factor into account; it will determine 
the extent to which government participates in cost, and may result in as- 

T The difficulty arises out of inability to raise the necessary amount of cash when pay- 
ment is due. Although the assessment is limited to the appreciation in value, that ap- 
preciation can he realized in cash only by sale of the property. Transfers of ownership 
for tax reasons are to be avoided whenever possible, particularly in the case of residential 
property. 
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sumption by government of varying proportions of cost of different types 
of improvements and in different sections of the city. 

The substantial assessments against property for improvements must in 
the normal case be spread over a period of years. It is common practice 
for local governments to borrow funds to pay contractors by the issuance of 
special assessment bonds. These bonds are guaranteed by government, but 
special assessment revenues are dedicated to their retirement. In this way, gov- 
ernment advances funds for the improvement, and property owners are al- 
lowed to pay off the obligation gradually. Special assessment borrowing on an 
individual project basis is probably most desirable for most projects, though 
some larger cities have borrowed to create a revolving fund from which 
the costs of substantially all such projects are met and into which special 
assessments for all projects are paid.® 

CONCLUSIONS WITH RESPECT TO ADMINISTRATIVE 
REVENUES 

The administrative revenues constitute a miscellaneous collection of usually 
small revenue streams. These revenues arise in connection with the perform- 
ance of general administrative functions. When, during this performance, 
specific contact with the individual occurs, such as in the issuance of per- 
mits to engage in regulated activity, the imposition of penalties for failure 
to abide by laws or agreements, or the construction of improvements bene- 
ficial to specific items of private property, it is common for government to 
seize upon the occasion to exact a revenue. With the exception of fines and 
special assessments, it is difficult to see how cost, benefit, or the improve- 
ment of regulation justifies a charge. Actually, such charges are badly ad- 
justed to ability to pay and therefore hardly recommend themselves on 
grounds of acceptable revenue theory. In addition the automatic earmark- 
ing of such revenue receipts to their administrative departments tends to 
establish limits to expenditure quite out of step with acceptable budget pro- 
cedure. 

When these shortcomings are added to relative inelasticity of such reve- 
nues,® and thus the inability to adjust them to current needs, we are pre- 
sented with a fairly complete logical condemnation of the fee system. Logical 
or not, however, the fee system is firmly rooted in governmental practice 
and thoroughly established in the fiscal experience of the public. In view of 

^ See Burnstan, op. cin, pp. 77—83, for discussion of these and other plans for financ- 
ing special improvements. 

9 Inelastic because of (a) difficulty of forecasting revenue results with a change m 
fee rates, and (b) the fact that the amount of the fee is determined on grounds other 
than revenue considerations. 
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the public acceptance and the relative unimportance of fees, licenses, and 
permits in the general revenue picture, it is difficult to become violently 
exercised over their continuance. But further encroachment upon the field 
of taxes is a different matter, and should be vigorously opposed. 

What we have said above regarding the fee system is not applicable to 
the other types of administrative revenues — fines, forfeitures, escheats, and 
special assessments. The fine and the forfeit are based upon other than 
revenue considerations, and so long as those responsible for the punishment 
of infractions regard them as satisfactory instruments there are slim grounds 
indeed for the student of public finance to recommend their qualification or 
abandonment. Escheats place the state in a position of residual legatee, 
standing at the end of the line when the property of deceased or lost persons 
is finally distributed. Under existing safeguards it is impossible to designate 
anyone who has as good a claim to this position as has the state. In regard 
to special assessments, there are clear grounds for upholding the principle 
that property owners contribute their fair share of the cost of improvements 
which confer financial benefits upon specific parcels of property. And the 
special assessment frequently serves as a useful preventive to excessive de- 
mands for semi-public improvements. What constitutes a fair share of the 
cost to be collected from individuals is a problem for administrative deter- 
mination, though the fact should not be ignored that such improvements are 
not solely in the individual interest but to a considerable (and varying) de- 
gree in the public interest. The public’s share presents a logical claim upon 
the general revenues. 

The reader will recognize several reasons why the administrative revenues 
do not lend themselves to counter-cycle adjustment. Being minor in amount, 
variations in rates during the different phases of the business cycle can have 
little effect upon the levels of consumption and investment, and therefore 
on the level of income. Further, since there is less coercion in their applica- 
tion than in the case of taxes, those subject to the application of administra- 
tive revenues are presented with a respectable area of voluntary counter-cycle 
operation. Finally, the very nature of most such revenues implies that 
counter-cycle manipulation would vitiate other and more important consid- 
erations. Some exception to these conclusions should, however, be stated 
with respect to special assessments. Programs of public improvements in this 
class do offer real possibilities for counter-cycle scheduling. (This is an ex- 
penditure and not a revenue consideration.) And since to special assessment 
payers such levies are likely to be of major proportions, some elasticity in 
the schedule of payment should be provided in order to take account of 
fluctuations in income caused by cyclical influences. This would not only 
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affect locally the level of expenditure for consumption and investment, but 
would help to avoid tax delinquency problems which have so frequently 
embarrassed local governments in periods of underemployment and low com- 
munity income. 

RECOMMENDED READINGS 

Additional reading in the classification of revenues is likely to be of little profit. 
Samples of classification may be found in Lutz, H. L., Public Finance, Fourth 
edition, N. Y., Appleton-Century, 1947, Chapter 10. 

Administrative revenues: 

Shultz, W. J., American Public Finance, Tliird edition, N. Y., Prentice-Hall, 
1942, pp. 606-625. 

A textbook discussion. 

Grants-in-aid: 

Maxwell, James A., Federal Grants and the Business Cycle, N. Y., National 
Bureau of Economic Research, 1952. 

A short, excellent monograph presenting both detailed fact with respect to 
federal grants and careful and realistic analysis of problems. 

10 Such a program would call for postponing during depression special assessment 
payments on projects already completed, and probably increasing payments during pros- 
perous periods. Such action would be difficult under present financing procedures whereby 
issues of special assessment bonds advance the funds and are to be repaid from annual 
special assessment collections. That is, it would be difficult as long as segregation of 
special assessment finance is rigid. Were such elasticity provided, it would imply willing- 
ness to refund matured special assessment bonds into general treasury issues in order to 
stretch the life of the debt over the longer period of collections required by the postpone- 
ment of revenue collections. 



CHAPTER 11 COMMERCIAL REVENUES: 

GOVERNMENT BUSINESS 
ENTERPRISES 


NATURE OF COMMERCIAL RE\^ENUES 

The commercial revenues of governments are received in the form of 
nricps paid by the public for goods and services produced by government- 
owned enterprises. These government commercial enterprises exist for the 
production of goods and services which provide specifie benefit to users. 
The goods providing specific benefit are not typically by-products of the per- 
formance of a general governmental function, as in the case of administra- 
tive revenues, but are the primary products whose production justifies the 
existence of the governmental agency. The goods produced for sale by gov- 
ernment may be and usually are “necessary” items of public consumption. 
As such, the alternative to sale at a price might be to finance production out 
of general revenues (taxes), and to distribute the goods without relation to 
ability to pay for them. The decision to sell rather than to donate these goods 
results from the ability to identify almost completely the benefits they con- 
fer with the individuals who use them. Where the benefits are preponderantly 
individual there is strong argument for making their production self-support- 
ing; i.e., if the individuals using the goods will not pay their cost there is 
strong prima facie argument against their production. From the selling point 
of view there are important “commercial” aspects to production and sale, 
and thus a strong tendency to apply commercial practices in this commercial 
segment of government. 

From the buyer’s point of view, government-produced goods are like 
privately produced goods. He can take them or leave them, to exactly the 
same degree that he can take or leave goods in the market place of the 
private economy. There is nothing inherent in municipally produced electric 
power to distinguish it from the same good when produced by a private cor- 
poration. State-sold liquor is the same as privately sold liquor. The buyer 
reacts to these government-produced goods through tlie typical rough market 
place calculus which relates utility of the good to its price. If the former is 
222 
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at least equal to the latter he will buy; if not he will not buy. Thus, specific 
benefit to the buyer is clearly recognized by him and he is willing to pay a 
reasonable price for it. 

A commercial revenue is thus centrally characterized as a quid pro quo. 
It does not follow, however, that government price policy is necessarily identi- 
cal with that of private industry. For government may exclude private enter- 
prise from a given commercial field and operate the business as a monopoly, 
with the principal intent of receiving monopoly profit.^ Or government may 
operate a business under conscious policy of selling at less than cost in order 
to encourage wide utilization of the product. We shall have more to say 
about government price policy later in this chapter. The important point to 
note is that govermnent prices differ from administrative revenues and from 
taxes' on grounds of more complete identification of the benefit conferred 
with the amount paid. 

REASONS FOR GOVERNMENT OPERATION OF 
COMMERCIAL ENTERPRISES 

It is important to recognize that purely revenue considerations are very 
infrequently of major importance in explaining why goods are sold by gov- 
ernment rather than by private business. The reasons for government com- 
mercial enterprises are almost always extra-fiscal. The most usual reasons 
are related to promotion of public welfare — ^to provide goods which private 
industry could not or would not provide, to provide these goods more cheaply 
to individual users than they could or would be provided by private industry, 
or to accomplish needed regulation of production and distribution of certain 
goods. Fundamentally, therefore, public ownership and operation of com- 
mercial enterprises normally arise out of the inability of the private profit 
motive to promote adequately the public good. This means that the interests 
of private owners frequently collide with the interests of consumers, and in 
such instances government takes over production in the interest of consumers. 

INEFFECTIVENESS OF REGULATION IN THE PUBLIC INTEREST. 
Government regulation of public utility enterprises proceeds from require- 
ments inherent in the nature of their production and distribution that they 
be local monopolies, from the fact that the goods and services they sell are 
important elements of the standard of living, and that their operation implies 
grants of public privilege. Since their services are important in an unusual 

1 The French tobacco monopoly is a case in point, as are state monopolies in the re- 
tail distribution ol liquor in the United States. In the case of the latter, however, the 
monopoly profit objective may be subordinate to the desire for effective control through 
monopoly operation. 
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degree their monopolistic position is fraught with danger to consumers if 
they are left unregulated. Consequently elaborate systems of controlling rates 
and practices have developed. In many localities, however, and for many 
reasons the discussion of which lies outside our scope, regulation has proved 
an unsatisfactory safeguard of public interest, In such circumstances pres- 
sure for public ownership of the means of production and distribution of the 
service has been frequent, resulting in substitution of public ownership for 
public regulation. 

Public grievances against private utiUty concerns have commonly centered 
aromid price; overall rates have been thought to be excessive, rate schedules 
have frequently imposed relatively heavy burdens on small users, and profits 
have been considered more than ample. In some cases, however, public 
ownership has been recommended to improve service. And particularly in 
the electric utility field integration into large systems and the related compli- 
cations of corporate ownership have created confusion in the public mind 
which is conducive to suspicion that the interests of owners are by no means 
identical with those of consumers. 

It is of real significance that local government has entered the business 
field precisely in those areas where public regulation has long existed — Le., 
electric power, water supply, and to a lesser degree illuminating gas and 
street railway transportation. The conclusion must be that ownership has 
been thought preferable to administrative regulation of private concerns in 
promotion of the public interest. In industries where monopoly is “natural,” 
improvement of regulation has frequently called for public ownership in 
place of private ownership. Where monopoly is not “natural,” government 
competition with private enterprise has at times been recommended. The use 
of TVA as a “yardstick” for the measurement of the fairness of private elec- 
tric rates is a case in point. The federal government’s Inland Waterways Cor- 
poration operates barges on inland waterways in competition with private 
concerns, a purpose of which is to establish and maintain reasonable com- 
petitive rates. The continuance of depression-born federal credit corporations 
can be explained partially as a government attempt to force down the price 
of loans from private financial institutions, an attempt which has been mark- 
edly successful. In 1874 when Congress was searching for techniques of 
maintaining low competitive rates for railroad transportation, its Windom 
Committee recommended that government purchase and operate its own 
competing lines. No such plan was carried out, partly because severe rail- 
road competition soon accomplished a marked reduction in rates. With the 
exceptions noted, government industry is principally monopolistic indus- 
try. 
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UNWILLINGNESS OF PRIVATE CAPITAL TO ASSUME RISK. A 
second aspect of the conflict between consumer interest and the profit motive 
is the unwillmgness of private capital to venture into fields of production 
where return is either questionable or long delayed. The failure of private 
capital to complete the Panama Canal was due to inability to gather together 
sufiBcient capital to carry the project to completion in view of the uncertainty 
as to its final cost and its ability to earn a return adequate to compensate 
investors. Government, however, could afford to gamble a part of its larger 
resources on a project which promised compensation in national security 
and cheaper transportation in addition to some financial return. In view of 
its regard for returns in terms of general welfare, the risk of inadequate 
financial returns was of less consequence to government than to private 
capital. 

Many of the federal lending corporations set up during the depression 
years of the thirties were created to make loans which banks and other 
credit institutions regarded as too risky. In depression the banks established 
liigh requirements for borrowers of mortgage capital and for business bor- 
rowers who needed funds because their assets were largely frozen. And if 
borrowers could qualify for loans, the risk involved made interest rates high. 
Government’s entrance into the lending field at comparatively low interest 
was possible as a part of its recovery program, a program which private capi- 
tal could not be expected to undertake. 

The function of promoting rural electrification was undertaken by the fed- 
eral government in the middle thirties partly as a recovery project to stimu- 
late activity in construction and in the purchase of electrical supplies and 
equipment, partly to reduce labor costs on farms, and partly to provide to 
rural dwellers comforts of living which had long been available to urban 
residents. The cost of distribution of electric power to farms in less popu- 
lous areas had been prohibitive under private operation principally because 
of the heavy investment required per customer in distribution lines. Govern- 
ment undertook the project through locally organized cooperatives and 
through public bodies, lending long-term funds at low interest for construc- 
tion of lines. The program has made electric power available at relatively 
low cost to millions of farms. Here is a case where services were made avail- 
able by government on terms which made electrification of less populous 
areas possible, and this represents government entrance into a commercial 
field (loans) which to a considerable extent private capital was unwilling to 
enter. 

The relative venturesomeness of government capital accounts for the ex- 
pansion of government commercial enterprises in various fields. In many in- 
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stances the experiments have proved so successful as to create later friction 
between private capital and government. For once governmental enterprises 
were established the investments were demonstrated to have been less risky 
than was anticipated. Two recent examples demonstrate this. One notes grow- 
ing expressions of feeling among the banks that “government credit agencies 
should be taken out of the banking field.” These agencies entered the field 
to assume risks which the banks would not assume at all or that they would 
accept only at prohibitively high interest. The long-run effect has been to 
bring about an alteration of conditions in the capital markets; banks are 
now willing to accept these risks at lower interest after demonstration that 
the risks of loss are not as great as earlier assumed. The second example is 
that of rural electrification. The success of the Rural Electrification Admin- 
istration has led to fear on the part of the private electric utilities that tliis 
area of expansion will be permanently closed to them. They have therefore 
proposed an agreement under which certain areas would be developed by 
REA and certain areas by the private utilities. REA has refused to enter 
into such an agreement, on grounds of danger that only those sections of 
the private territory which can afford to pay high prices will be developed 
by the private concerns, leaving the sparsely settled and low-income areas 
unserved in a preserve from which government is excluded. Such competition 
is productive of recriminations and bad feeling; it is evident that govern- 
ment can (and should) withdraw only on the assurance that private capital 
is in fact willing to accept the risks necessary to provide service on the de- 
sired scale, and not simply “skim the cream” from the market. 

If further examples are required to demonstrate that areas exist where 
private capital is unwilling to accept risks at necessarily low price, govern- 
ment insurance upon the lives of soldiers and sailors in wartime is instructive. 
Private insurers could not have shouldered these extraordinary risks except 
at extraordinary rates. Yet the rates must be low if substantially complete 
coverage on a voluntary basis is to be attained. With general revenues acting 
as a reserve for contingencies, government accomplished broad coverage at 
low rates, and the broader the coverage the lower the risk per insured in- 
dividual. 

Conflict between the private urge to exploit for profit and the public in- 
terest to conserve resources has at times justified public ownership, with or 
without public operation. The profit urge is not always consistent with the 
national security or the orderly exploitation of national resources. Retention 
by government of title to forests, selling timber to private producers, has 
proved far more successful in terms of the objective of conservation than 
has sale of timber lands. Likewise, for reasons of national security govern- 
ment has retained control over certain petroleum and nitrate deposits, on the 
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principle that if left free for private exploitation the more productive de- 
posits would be exploited first for commercial purposes and would thus be 
unavailable in a situation of national emergency. 

The threat of public regulation, by competition or otherwise, may create 
an element of risk discouraging private capital investment in useful types of 
production. Even assuming that private capital could make the necessary in- 
vestment to operate a nation-wide postal system, recognition of government’s 
interest in maintaining low postal rates would be a strong deterrent. For 
the postal system is bound up with the whole governmental function of pro- 
moting the dissemination of intelligence, and must therefore in the public 
interest maintain rates which will expand the service on the broadest feasible 
base. Private operation would thus inevitably be subjected to severe rate 
regulation, the prospect of which would almost certainly make private in- 
vestment on the required scale unattractive. Likelihood of governmental 
competition effectively checks private investment in commercial parks and 
playgrounds, toll bridges, and similar projects. Generally speaking, where the 
general benefits to be derived from an enterprise are large in relation to the 
benefits to particular individuals, there is probability of governmental regula- 
tion or competition which so dampens profit anticipations as to discourage 
private investment. 

SALES OF GOVERNMENT SURPLUS GOODS. Entrance of government 
into certain commercial fields can be accounted for as attempts to dispose 
of useful goods through sale rather than to hoard them or destroy them. 
Sales of public lands during the nineteenth century are an important example. 
The nation came into possession of huge areas of useful lands. These lands 
could not, under the political and economic philosophies obtaining, be worked 
by government or worked by lessees for government. The only possibility 
was transfer to private ownership. Land was sold to settlers (and speculators) 
at low prices and given as subsidies to railroads. Tt could not feasibly have 
been given away, because this system would not have encouraged the type 
of settlement desired. Furthermore, it was reasonable that those who be- 
came landowners should pay at least a nominal sum for it, and that the pro- 
ceeds be used to retire public debt. In this way the particular beneficiaries 
of land policy would pay for their benefit, while taxpayers in general would 
be benefited by debt reduction from the proceeds of sale of public property.^ 

Government may be required, out of considerations of economy or pro- 

2 By 1836 the federal debt had been completely retired, owing in no small measure 
to receipts from sales of public lands. Subsequent to that time, proceeds of sales of 
public lands were frequently allocated to debt retirement. It has been estimated, however, 
that there was no net revenue received from land sales, since total receipts from sales 
were less than calculated cost of original government purchase and administration of 
the land policy. 
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motion of welfare, to enter competitive business fields in the sale of by- 
products of its other non-commercial functions. For example, TVA was 
originally planned as a flood control, erosion control, and navigation project. 
Accomplishment of these objectives required a system of dams in the Tennes- 
see Valley. With relatively small additional investment, power could be 
generated, part of which was useful in development of government-owned 
nitrate deposits, but most of which was available for sale to the public.® It 
would obviously be uneconomic not to make cheap power available under 
the circumstances, just as it would be uneconomic to destroy surplus war 
products at the war’s end solely to avoid competition with private enterprise, 
If the goods are useful and available in a period or area of need, they should 
be put to use.‘‘ 

Our analysis concludes that government may, and sometimes does, enter 
into business fields primarily to make profit for itself. But this motive has 
not been strong in the establishment of most public industry. The major 
reasons may be classed under the general heading of conflict between the 
profit motive and the public interest. This conflict may produce government 
ownership in place of private ownership because of unsatisfactory public 
regulation of prices, profits, or service. Or it may produce government own- 
ership and operation because of unwillingness of private capital to engage 
in production of desired things. Finally government may more or less acci- 
dentally enter a commercial field because it finds in its possession goods and 
services which society wants and for which individuals should pay because 
their benefits are largely individual and the society should not be required 
to furnish them gratis. 


BUSINESS ENTERPRISES OF THE FEDERAL GOVERNMENT 

The area in which federal governmental business enterprises operate is 
interstate or international. Where government business is of a character 

8 Much difference of opinion has developed over the order in which these various ob- 
jectives appeared. TVA insists that power production is a by-product of flood control, 
erosion control, and navigation facilities. The private utilities insist that production of 
cheap power was the paramount objective, clothed in the respectable raiment of general 
welfare in terms of flood control, etc. If, as appears true, power is the by-product and 
not the principal product, and the costs of its production arc calculated simply as the 
additional costs incurred for its production, rates which will cover these additional costs 
cannot accurately be used as a “yardstick” to measure the reasonableness of rates charged 
by private concerns whose primary and only product is power. 

It happens that TVA power historically is a by-product. But even if it were not, and 
government were to develop cheap power for no other reason than to utilize natural re- 
sources for the public good, its entrance into a competitive field could be justified in 
circumstances under which private capital was unwilling or unable to exploit those re- 
sources in the public interest. 
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which requires uniform operations within the various states, federal admin- 
istration is almost inevitable. (The reader should not interpret the statements 
above to mean that all interstate and international business is or must be 
carried on by the federal government; rather, governmental business enter- 
prises whose operations are interstate or international require management 
by that government whose powers are coextensive with the commercial area 
involved.) 

The postal system and the Panama Canal are the two federal business 
enterprises which most frequently come to mind. This is largely because 
they are the oldest in continuous service. The former enjoys the status of a 
federal department, while the latter is under the cognizance of the Secretary 
of Defense. Both, although they sell services at a price, contain very large 
elements of general benefit and thus reflect the meager extent to which earher 
government philosophy justified entrance into commercial operations. 

Marked expansion of federal commercial enterprises took place after 1931, 
and again during World War II. During depression many federal corporations 
and “administrations” grew up to act as lenders of cheaply-borrowed gov- 
ernment funds to individuals and businesses requiring liquid funds at at- 
tractive rates in order to check further deflation, or to guarantee such loans 
when made by private financial institutions. Loan agencies and loan-guar- 
anteeing agencies were set up to assist in the financing of agriculture, electric 
power cooperatives, imports and exports, housing, banks, railroads, and many 
other business fields. The commercial enterprises of the federal government 
which developed during the thirties overshadowed earlier corporations in 
importance, and thus characterized federal business enterprises as predomi- 
nantly credit enterprises. During World War II the new business corporations 
created were given responsibility for promotion of production in many lines, 
accumulation of reserve supplies, and vital wartime construction. On June 
30, 1945, the following government business corporations with assets of over 
one hundred million dollars each were in operation.® Date of origin is given 
in each case, and the postal system and Panama Canal are excluded. 

Under Cognizance of Foreign Economic Administration: 

Export-Import Bank of Washington (1934) 

United States Commercial Company (1942) 

Under Cognizance of the Department of Agriculture: 

Banks for Cooperatives® (1933) 

Federal Intermediate Credit Banks (1923) 

Federal Land Banks® (1916) 

Production Credit Corporations (1933) 

^Annual Report of the Secretary of the Treasury. 1945, pp. 645-57. 

6 Capital funds partially furnished from private sources. 
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Commodity Credit Corporation (1933) 

Farm Credit Administration (1933) 

Farm Security Administration (1937) 

Federal Farm Mortgage Corporation (1933) 

Rural Electrification Administration (1935) 

Under Cognizance of Federal Loan Agency: 

Reconstruction Finance Corporation (1932) and These of its AfiBliates: 
Defense Plant Corporation (1940) 

Defense Supplies Corporation (1940) 

Metals Reserve Company (1940) 

Rubber Reserve Company (1940) 

War Damage Corporation (1941) 

Under Cognizance of National Housing Agency: 

Fedei’al Home Loan Banks® (1932) 

Savings and Loan Insurance Corporation (1932) 

Home Owners’ Loan Corporation (1933) 

Federal Public Housing Authority (1941) 

Federal Housing Administration (1934) 

Independent Agencies: 

Federal Works Agency (1939) 

Federal Deposit Insurance Corporation ® (1933) 

United States Maritime Commission (1936) 

Smaller War Plants Corporation (1942) 

Tennessee Valley Authority (1933) 

War Shipping Administration (1942) 

A longer list of smaller federal corporations and commercial agencies 
could be presented. The business activities of government extend into many 
fields, and the amount of business done is impressive. In the fiscal year 
1951 postal revenues amounted to about 1.8 billion dollars, Panama Canal 
receipts were 25 million dollars, and receipts of other federal public service 
enterprises (almost exclusively credit agencies) were about 3.5 billion dollars. 
Together these total 5,325 million dollars. In addition, to arrive at a total 
of commercial revenues for the year we must add the receipts to the Treasury 
from rents and royalties, mint receipts, interest and dividends, and sales of 
government property and services. These are estimated at 800 million dol- 
lars,'^ and give an approximate total of over six billion dollars of commercial 
revenue receipts of the federal government in 1951.® This compares with 
federal tax receipts of over thirty-eight billion dollars in that year. 

® Capital funds partially furnished from private sources. 

‘^From Annual Report of the Secretary of the Treasury, 1951, pp. 942-3. The figures 
cannot be taken over directly from the reported figures without qualification because of 
the likelihood of double counting. For instance, interest paid to the Treasury by RFC 
on RFC bonds held by the Treasury should not be counted as receipts to RFC and 
again to the Treasury. Nevertheless the amount involved is small. 

® The reader is reminded that these are gross and not net revenues, and are therefore 
comparable with figures of revenues from taxes, administrative revenues, and grants. 
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BUSINESS ENTERPRISES OF STATE GOVERNMENTS 

Revenues from state-owned and operated public service enterprises 
amounted to approximately 10 million dollars in 1932, or less than one 
half of one per cent of total state revenues.® In 1951 these revenues had 
increased to 1,878 million dollars,^® which in that year represented approxi- 
mately 14 per cent of total state revenues. These figures show two facts 
which require explanation: (1) the extreme unimportance of state enter- 
prises until quite recently, and (2) the striking increase in unportance since 
1932. 

It is not difiicult to see why state enterprises were unimportant in earlier 
years. State government is too far removed from those immediate and local 
situations which may create governmental enterprise to meet local needs. 
Since local governments are in efiect administrative arms of the state, they 
tend to assume the responsibility for providing local services, while the func- 
tion of state government becomes more and more that of encouraging uni- 
formity of practices among local governments. At the same time the scope 
of state government is not broad enough to embrace the larger regional or 
national field. The furnishing of goods and services generally requires ad- 
ministration in an area broad enough to be interstate, or in an area narrow 
enough to be better performed by local government. In short, state boundaries 
frequently are not identical with market boundaries. The commercial activities 
of state governments are almost exclusively confined to those intra-state and 
inter-local enterprises which are auxiliary to the performance of general 
state functions — i.e., regulation of the liquor traffic or the operation of toll 
facilities on the state highway system. There are minor instances of ferries, 
irrigation projects, port facilities, and the like. 

The marked increase in state commercial revenues between 1932 and 
1951 is accounted for largely by the introduction of alcoholic beverage 
monopoly systems in sixteen states after repeal of the Eighteenth Amend- 
ment in 1933. Most states allowed the distribution of alcoholic beverages 
by private concerns, under stringent regulation and heavy taxation. Those 
which set up state monopoly systems undoubtedly made their decisions to 
do so largely on the belief that regulation would be most effective by that 
method. On the other hand, the expectation of monopoly profit was cer- 
tainly not ignored. In 1951 the net income of these sixteen systems was 
almost 15 per cent of sales and amounted to $132 million. Total receipts 

® Bureau of the Census, Financing Federal, State, and Local Governments: 1941, pp. 
44 46. 

From Bureau of the Census, Compendium of State Government Finances, 1951, 

p. 6. 

11 Compendium of State Government Finances, 1951, p. 8. 
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from sales of liquor by state liquor stores were $914 million, or about 50 
per cent of reported receipts from all state enterprises. In spite of the in- 
completeness of reported figures, the conclusion that state business is prin- 
cipally liquor business is justified. 

BUSINESS ENTERPRISES OF LOCAL GOVERNMENTS 
Useful statistics of public service enterprises of local governments are 
collected only for cities with population over 25,000. Any statistical picture 
will therefore be incomplete, since these 474 cities contain only two-fifths 
of the population of the nation. The operating revenues of public service 
enterprises within these cities are given in Table 23. 

TABLE 23 OPERATING REVENUES OF PUBLIC SERVICE ENTERPRISES OF 
474 U. S. CITIES OVER 25,000 POPULATION, 1950 12 


TYPE OP ENTERPRISE 


OPERATING REVENUES 

NUMBER OF CITIES ($ millions) 


Water Supply Systems 

Electric Light & Power Systems 

Transit Systems 

Gas Supply Systems 

Port Facilities 

Airports 

Other 


379 

418 

72 

224 

16 

309“ 

22 

31 

31 

24 

142 

14 

26 

19 


a This total is given undue importance by the fact that operating revenues of the New 
York City transit system alone account for $207 million. 


The total operating revenue from these enterprises ($1.04 billion) may 
be compared with tax revenues of the same group of cities of approximately 
3.03 billion dollars, showing a considerable degree of commercial contact 
between the citizen and his local government. The two fields of widespread 
local government business enterprise are those of public water supply and 
the generation and distribution of electric power. Water supply systems lend 
themselves to public ownership and operation for several reasons; sources 
of supply are frequently a part of the public domain; operation and admin- 
istration are essentially simple; readiness to serve increasing municipal popu- 
lation frequently requires recourse to distant sources of supply at higher 
cost, while rates may not be allowed similar increase; purity of water supply 
requires close supervision and constant check by public health authorities; 
the product is an absolute necessity, urging public policy designed to en- 
courage widespread use by all income classes; its distribution and the ex- 
ploitation of distant sources of supply may require the right of eminent 
domain. 


12 Compendium of City Government Finances, 1950, pp. 14, 15. 
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Generation and distribution of electricity are not so clearly a “natural” 
public function. In this field the growth of public systems has largely taken 
place through the displacement of private firms — by public purchase of private 
plants. In such cases public ownership has almost always resulted from dis- 
satisfaction with rates under private operation and public regulation, At 
the same time, development of huge power resources by the federal govern- 
ment since 1930 has given a remarkable stimulus to public ownership of 
distribution systems. Federal policy has been consistent in granting priorities 
in the purchase of wholesale electric power from its projects to municipal 
systems and to cooperative enterprises. Thus, availability of low-cost federal 
power has encouraged both the purchase of private local distribution sys- 
tems by municipalities and the construction of new systems in communities 
not previously served with electricity. In cases of the latter, construction has 
been materially aided by federal loans at low interest, principally by PWA 
and by the Rural Electrification Administration. 

It must not be assumed that public ownership of electric light and power 
systems is yet really widespread. Table 23 showed that of 474 cities of over 
25,000 population, only 72 were served by publicly owned systems in 1950. 
John Bauer estimated that in 1939 about two thousand municipalities (of 
all sizes) were served with public power, and that only about 7 per cent of 
total electricity sold was sold by municipal systems.^* The significance of 
public ownership, however, is not fully indicated by these figures. Though 
small at present, a persistent trend toward substitution of public for private 
power has been evident. The rate of substitution accelerated during the thirties, 
principally under encouragement from federal projects. Local government 
revenue from public service enterprises in the states of Kentucky, Tennessee, 
Alabama, and Mississippi increased 173 per cent between 1932 and 1941, 
as against an average of 71 per cent for local governments throughout the 
country.^® This unusual gain was due primarily to increased revenues from 
municipal electrical utility systems in the area, which, in turn, were encour- 
aged by TVA. 

Marked expansion of municipal industry in the future can hardly occur 
in the field of water supply, approximately 90 per cent of that field being 

18 The La Guardia administration accomplished electric rate reductions in New York 
City by threatening to construct a city system in competition with the private system 
when rate reduction through the state public utility commission appeared impossible. 
Such competition would, in most cities, be highly uneconomic, since it would duplicate 
by extremely heavy investment existing distribution lines already capable of providing 
adequate service. Thus in almost all cases, if public ownership is to supplant private 
ownership economically, the existing system should be purchased by the public. 

11 John Bauer, “Public Ownership of Public Utilities in the United States,” in The 
Annals of the American Academy of Political and Social Science, January, 1939, p. 50. 

1® Bureau of the Census, Financing Federal, State, and Local Governments; 1941, 
1942, p. 45. 
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already publicly owned and operated. Expansion of municipal commercial 
activity in local transportation is possible only in those large cities requiring 
mass transportation facilities. It would appear that any marked substitution 
of public systems for existing private systems would occur only if the in- 
roads of the private automobile upon the demand for street railways, busses, 
and subways become so great that existing private investment in those lines 
becomes critically unprofitable. In such a case local government might be re- 
quired to take over in order to provide a necessary service. Of the remaining 
types of public enterprise listed in Table 23, only airports and electric sys- 
tems show substantial promise of growth. Airports will undoubtedly become 
much more widespread; growth is likely to be largely under municipal auspices 
both because of desire of the city to provide local facilities for air transport 
without waiting for private exploitation and because provision of land area 
close to the city often involves the power of condemnation. Federal assist- 
ance, both with capital and with cheap wholesale power, combined with 
growing dissatisfaction with rates under public control, suggest continuation 
of a slow trend toward public ownership of electric systems. Among possible 
new fields of government enterprise, provision of housing facilities by munici- 
palities shows real likelihood of attaining an important position. 

DETERMINATION OF PUBLIC PRICES 

Without entering into the intricacies of the matter, prices of privately 
produced goods in the market tend to represent both the utility of the good 
to the marginal buyer and its average cost of production plus a profit to the 
producer. The position of the buyer of government-produced goods is not 
different from that of the buyer of privately produced goods. He is urged 
to buy only by the utility of the good; if it is not worth its price to him he is 
free not to buy. It is true, of course, that the commercial fields into which 
government has entered are those which produce goods of wide usage. They 
constitute principally “necessary” goods of high utility, leaving little room 
for consumer choice as to whether at least some quantity will be. purchased. 
But although “necessary” goods have highly melastic demand for small quan- 
tities, the demand may be highly elastic for quantities beyond the minimum 
required. We are safe in concluding that the buyer is no more coerced to 
buy government-produced goods than he is to buy privately produced “neces- 
sities,” such as bread, meat, gasoline, and medical services. 

Supply prices — ^prices at which various quantities will be offered by sellers 
in the market — ^may be determined quite differently by private industry than 
by government. Private industry must, in the long run, receive prices which 
will cover total costs (Including taxes) and provide sufficient net return to 
attract sufficient venture capital. Government, on the other hand, may allow 
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extra-commercial considerations to enter into determination of its supply 
prices, and is constrained at all times to conduct its operations with a view 
to promotion of general welfare. For these reasons government monopoly 
prices may be at a level above those which would be charged by competing 
private firms, though more frequently prices are comparatively low because 
government does not intend that the enterprise shall be self-supporting. 

Arguments concerning private versus public enterprise frequently ignore 
this fact, in implying that public enterprise can justify its existence only 
when its receipts cover its costs and contribute to the general fund amounts 
which are substantially equal to what private enterprise would contribute 
in taxes. The implication is that public business must be as efficient as private 
business in terms of private business objectives. A public business enterprise 
which operates at a loss may well make contributions to community income 
through cheap water, cheap electricity, cheap transportation, cheap loans, 
or cheap postage far in excess of its operating deficit. But even if it does not, 
it may accomplish community welfare through its enterprise which it is a 
governmental responsibility to promote. For many reasons it is a desirable 
general rule that government commercial enterprise be self-supporting, al- 
though departure from the general rule must be liberally allowed when extra- 
business considerations are important. There is general willingness to have 
efficiently run government enterprises operate at planned losses. However, 
the prices which produce such losses should evidently not be used as a “yard- 
stick” to measure the reasonableness of prices charged by privately owned 
enterprises operated at a comparable level of efficiency. 

The interests of government are inevitably broader than those of private 
enterprise. The consequence to cost calculation of broader public interest 
is that almost every government-produced good is more than one good — it 
is a good providing individual utility to the buyer, while at the same time 
providing utility to the community in terms of more general welfare. The 
second is normally regarded as a by-product of the first,i® and although 
there can be no exact science of allocating joint costs among multiple prod- 
ucts, it is logical that the by-product bear some share. It is upon this type 
of analysis that operation of some public industries at less than cost (the 
remainder to be made up by the general fund) can be justified. It follows, 
however, that no such justification exists for long-run operation of private 
business at less than cost, since no outside source of revenue — comparable 
with taxes — exists for it. 

The allocation of a share of costs of production to society in general, by 

If community utility were considered the principal product and utility to the indi- 
vidual the by-product, the service vrould likely be distributed free as a general govern- 
mental service, or at nominal administrative charges imposed upon contact with benefited 
individuals. 
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covering deficits of commercial enterprises from tax receipts, results in sub- 
sidies to consumers of the product. On the other hand, government price 
determination frequently involves subsidies to producers through artificial 
additions to price. Financial assistance to civil aviation has been given through 
intentional overpayments to carriers of air mail. Ocean mail contracts have 
included elements of subsidy to shipping. These subsidies are considered as 
items of cost of operating the postal service, and when postal revenues equal 
postal expenditures, the subsidies are paid by purchasers of postal service. 

We have pointed out that government price determination may differ from 
that of private business by differences in factors influencing supply price. 
In analyzing the factors which may make government cost different from 
that of private enterprise the impression may have been given that public 
enterprises typically are not self-supporting. Such a generalization cannot 
fairly be made. Public water supply systems are typically self-supporting, as 
are municipal electric light and power systems and most other municipal 
enterprises. In the narrow field of local transportation the record is spotty, 
the outstanding example of operation at less than cost being that of New 
York City. In the area of state enterprise, liquor monopolies have profited 
well, while other minor enterprises have in general made an acceptable 
financial record. 

Among federal enterprises the postal system has consistently — except dur-* 
ing war — operated at a deficit since 1920. This has been due principally to 
the introduction of subsidies, not only to carriers but to third class mail 
(principally magazines and newspapers), and to free mailing service for 
government departments. Both of these contributors to deficits are evidently 
non-business costs. The Panama Canal has through its history by no means 
repaid its money costs for construction, maintenance, operation, fortification, 
and interest, in direct revenues. Its military character, however, places it far 
outside the category of pure commercial enterprise, though its present value 
as a going concern would, in any business accounting sense, be at least 
equal to its construction cost, and thereby justify the conclusion that as a 
business enterprise it has been reasonably successful. Of the many govern- 
ment corporations created more recently no simple generalizations can be 
made. Some were set up as corporations for purely administrative reasons, 
with no intention that they be self-supporting. The Commodity Credit Cor- 
poration, for example, at the end of fiscal 1946 had an accumulated earned 
deficit of 2.1 billion dollars.^'*' The Corporation was not, however, established 

ir Annual Report of the Secretary of the Treasury, 1946, p. 587. Since that date 
Congress has authorized the regular cancellation of annual deficits by appropriations to 
CCC. This means that current figures do not show the cumulative deficit in its opera- 
tions to date. 
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as a self-supporting enterprise but rather as an agency of government to 
administer subsidies, primarily to agriculture. Price-supporting activities are 
essentially relief activities, which are not by nature self-supporting. Most 
other federal corporations which have built up large earned deficits are in 
the same category of organizations created to administer subsidies or to pro- 
vide necessary war materials the development or accumulation of which 
would not be undertaken by private concerns.^® On the other hand, some 
corporations have been financially successful, even though they were created 
to enter fields of risky enterprise. The Reconstruction Finance Corporation 
had, at the end of fiscal 1951, an earned surplus just over one-fourth billion 
dollars. Other enterprises with outstanding earned surplus are the Federal 
Land Banks, the Intermediate Credit Banks, and the Farm Mortgage Cor- 
poration. 

Our interest here is not to discuss the perennial question whether private 
or public industry is more efficient or productive of the public good. We 
have limited ourselves to a description of the fields from which price revenues 
are received, and have indicated general reasons why government is found 
operating in certain commercial fields. Consideration of the principles of 
public price determination leads to the conclusion that when government 
enters a “commercial” field — ^producing goods and services for sale — many 
extra-commercial influences may enter. To the extent that these influences 
do enter, more or less disparity between public and private prices may result. 
Any attempt to compare the efficiency or desirability of public operation with 
private should begin by analyzing similarities and differences in the goods 
and services sold, to determme whether a real basis for comparison exists. 
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18 Those corporations with large deficits include: Federal Crop Insurance Corporation, 
Defense Plant Corporation, Defense Supplies Corporation, Metals Reserve Company, 
Rubber Reserve Company, U. S. Commercial Company, Rubber Development Corpora- 
tion, and the various housing corporations. 
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Seligman’s definition of a tax as “a compulsory contribution from the 
person to the government to defray the expenses incurred in the common in- 
terest of all without reference to special benefits conferred,” ^ will serve well 
as a starting point in our consideration of the nature of taxes. Compulsion 
is a general characteristic of taxes, though this compulsion may be subject 
to qualification when, for instance, a tax is applied to the sale of one good 
whUe sale of a competing good is tax-free. A special tax upon the sale of 
oleomargarine while sales of butter, lard, and vegetable shortening are un- 
taxed leaves a large area for tax-avoidance which is not entirely consistent 
with the notion of compulsion as a tax characteristic. 

The implication that taxes are or must be used exclusively for common 
benefit without reference to special benefit is, in marginal cases, a too narrow 
prescription. It would be difficult to argue that tax deductions from workers’ 
weekly pay for old-age annuity purposes are entirely “without reference to 
special benefits conferred,” especially when the amount of such taxes is based 
upon actuarial calculations. On the other hand even this example may lead 
to an impatience with the definition in terms of general benefit which over- 
looks the large element of “common interest” involved in old-age security 
(maintenance of a high level of consumption), the contributions of em- 
ployers to the plan, and the fact that normally some of the employer’s con- 
tribution and some of the employee’s contribution is eventually passed on to 
the buyers of products. 

A rewording of Seligman’s definition, changing “without reference” to 
“with little reference,” would give a definition of a tax which leaves small 
room for exception. The important facts are that taxes are essentially coercive 
and that they are collected as general funds to be budgeted among the various 
governmental functions. The earmarking of particular taxes for particular 
functions (e.g., gasoline taxes) short-cuts normal budget procedure, but does 
not change the nature of the tax as a general contribution. As governmental 
functions expand there are inevitably services undertaken primarily for seg- 

238 ^ Taxation, 10th ed., New York, Macmillan, 1925, p. 432. 




TAXES: ALLOCATION OF TAX BURDENS 


239 


ments and not the whole of society, and a consequent tendency to designate 
as new classes of taxpayers those who can be identified with benefits from 
the new functions. Some social security taxes demonstrate this tendency, as 
do gasoline taxes and some business taxes. 

REVENUE IMPORTANCE OF TAXES, In terms of financial contribution, 
taxes are by far the most important of the various classes of revenue receipts 
at all levels of government in the United States. In 1950, 95 per cent of fed- 
eral revenue receipts were produced by taxes; among stale governments the 
proportion was 75 per cent, and among local governments 69 per cent.^ 
Other than taxes, the major type of receipts for state and local governments 
was grants from other governments. The figures thus have real meaning only 
as related separately to each level of government; an over-all percentage for 
all governments would introduce double counting, as some part of grants to 
governments at lower levels is duplicated in tax revenues to governments at 
higher levels. Thus, a part of revenue received by the state governments was 
originally tax revenue to the federal government, and the major part of 
grants to local governments was first tax revenue to the states. It is evident, 
however, that a study of public revenues requires principal attention to the 
most important class of such revenues — i.e., taxes. 

REVENUE IMPORTANCE OF PARTICULAR TAXES. A prelimmary 
view of the pattern of tax distribution is given in Table 24. We shall have 

TABLE 24 RELATIVE CONTRIBUTIONS OF CLASSES OF TAXES, U. S., 1951 3 
(% of total TAX revenues of each type of government) 


TAXES on; 

FEDERAL 

STATE 

CITY “ 

TOTAL 

Income and Profits 

72.9 

15.2 


60.4 

Sales and Gross Receipts 

16.8 

53.6 

12.1 

22.1 

Payrolls 

7.6 

22.9 


9.5 

Property 


3.5 

87.9 

5.2 

Death and Gift 

2.4 

2.0 


1.4 

Customs 

2.2 



1.0 

Other 


2.8 

h 

.4 

Total 

101.9 

100.0 

100.0 

100.0 


A 474 cities with population of 25,000 or over. 1950 figures. 

ti Not separable from licenses and permits. 

2 Computed from Annual Report of the Secretary of the Treasury, 1951, p. 719; 
Compendium of State Government Finances, 1950, p. 7; Compendium of City Govern- 
ment Finances, 1950, p. 5. It is to be emphasized that the figures for local governments 
represent only the figures for 474 cities with population of 25,000 or over. 

3 Computed from Annual Report of the Secretary of the Treasury, 1951, p. 719; Com- 
pendium of State Government Finances, 1951, p. 6; Compendium of City Government 
Finances, 1950, p. 5. 



240 


TAXES; ALLOCATION OF TAX BURDENS 


much more to say on this subject as we study individual taxes in subsequent 
chapters. The table indicates roughly the decisions of governments at dif- 
ferent levels as to appropriate distribution of contributions among various 
classes of taxpayers. Upon what basis have governments arrived at these de- 
cisions? How acceptable are the decisions in terms of application of the 
principle of equity among taxpayers, productivity of the tax system, and the 
effects upon the level of national income? These are questions on which tax 
theory must offer guidance, and constitute the problems with which we shall 
deal in the remainder of this chapter. 

OBJECTIVES OF TAXATION 

The time-honored objective of taxation is to raise revenue. Although gov- 
ernment is not limited to the use of taxes for revenue purposes alone, this 
objective has generally been uppermost. The introduction of new tax meas- 
ures, or the “strengthening” of existing measures, means in most cases an 
increase in government income, to finance normal expansion of governmental 
activity. Adjustments in existing tax measures to provide a greater degree 
of equity among taxpayers have frequently come about slowly if at all be- 
cause of the decline in revenue productivity which such adjustments often 
entail. Although the ease of borrowing frequently softens the desire to tax 
in order to pay current expenses, there is little reason to expect that the 
revenue objective will seriously diminish in importance in the future. 

A second objective of taxation may be that of legidation or control. This 
is “sumptuary” taxation. Although technically the term “sumptuary” refers 
to the regulation or control of private expenditures, in public finance usage 
it has come to represent all extra-revenue objectives of taxation. The pro- 
tective tariff is a revenue measure in the sense that it does produce gov- 
ernmental revenues, but in the United States its particular objective has 
historically been to limit imports of various products. The practice of gov- 
eriunents of imposing high consumption taxes upon liquor and tobacco can 
be partially explained by a desire — at least in the early stages — ^to discour- 
age use. The taxing out of existence of state bank notes during the Civil 
War, the abortive attempt to eliminate child labor by heavy taxation of the 
products of child labor, the imposition of discriminatory special business 
taxes upon chain stores, and various tax barriers to the sale of oleomargarine, 
are examples of the use of what had traditionally been revenue measures for 
non-revenue or sumptuary purposes. 

The question naturally arises why revenue tools should have been fre- 
quently used to accomplish the regulatory purpose. The most ready answer 
is to be found in the fact that use of revenue tools may accomplish regula- 
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lion while at the same time serving a revenue purpose. A second explanation 
lies in the easy availability of tax machinery, while direct regulation would 
require establishment of new regulatory agencies. In the cases of some 
sumptuary taxes one is forced to the conclusion that regulation was desired 
through subterfuge — ^the desire to regulate or prohibit traffic in certain goods 
without implying that the principal objective was, in fact, regulation or 
prohibition. 

It has frequently been argued that the regulatory function should be ad- 
ministered directly by regulatory agencies, and not by fiscal measures. As 
a general rule this appears sound. For the mixture of revenue-collection and 
regulation may well mean that neither function is administered as well as 
it might be. In addition, limitations upon purchase which are imposed through 
price-increasing taxes make the limited goods available only to those who 
can afford them. We are not concerned here with matters of trade policy. 
Whether or not it is economic to restrict imports into the nation or into 
a state or community lies outside the scope of our present study. But if 
some such policy is being followed, we are interested in the question whether 
it should be administered through direct prohibitions or quotas or through 
tax laws. In general, direct regulation is indicated except in those instances 
where a genuine revenue consideration is present. In such instances the treas- 
ury must set up machinery for tax collection, and may, with little additional 
effort, administer regulatory laws. 

The third objective of taxation is in fact an extension of the second. 
When the sumptuary motive is expanded to the point where it refers not 
to the flow of a single good, but to the flow of national income, alternative 
methods of accomplishing the objective are not present. We know that taxes, 
which transfer income from individuals to government, are capable of alter- 
ing the pattern of private consumption and investment, and thus of the level 
of national income. At a given level of incomes, taxes which are added to 
price tend to discourage purchase. Likewise those taxes which are taken from 
surplus income and thus not added to price reduce funds available for private 
consumption and investment. This all suggests that government’s objective 
in using its tax measures may well be primarily regulation of the level of 
income and not the production of treasury revenue. In low income periods 
the national income necessity for heavy expenditures and light taxes clearly 
subordinates revenue objectives to sumptuary objectives. Similarly, in periods 
of threatened inflation at the full production level, public policy calls for 
heavy taxation and a minimum of spending, the principal fiscal objective 
being sumptuary. It is clear, therefore, that national income objectives, as 
they relate to taxation, frequently call for policy which is directly opposed 
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to that which would normally be pursued if the revenue objective were 
paramount. 

A small group of economists, led by Mr. A. P. Lerner, carries this conflict 
in objectives to the extreme point where revenue considerations are ignored 
completely. They insist that public finance must be “functional finance,” in 
which every other consideration must give way to that of maintaining an 
adequate level of national income. On the side of taxation functional finance 
takes the position stated in the following quotation: 

The effects that the government should consider are primarily the effects on 
the public, in whose interest the government is supposed to be acting. The effects 
on the government are always relatively unimportant. 

. . . For example, two effects of any tax payment are that the taxpayer has 
less money and that the government has more money. The first of these effects 
is important, so that the tax should be imposed if there is a good reason for 
wanting the taxpayer to have less money. The effect upon the government, namely 
that the government will have more money, is not important because the govern- 
ment can always get more money quite easily without impoverishing any tax- 
payers. . . . 

From this it follows that taxes should never be imposed simply because the 
government needs money. Economic transactions, . . . should be taxed only 
when it is thought desirable to discourage those transactions. Individuals should 
be taxed only to the extent that it is desired to make the taxpayer poorer.* 

This extreme view assumes that public debt is burdenless, or at least that 
the burden of debt at a level of full employment will always be so light as 
to make it inconsequential in relation to tax burdens. At the same time, this 
view appears to postulate so little vigor in the private economy as to imply 
that full employment can seldom be altamed against the barrier of a constant, 
reasonable level of taxation. Truly there are limits (but not fixed throughout 
the cycles) beyond which taxation will force national income below a de- 
sired level. But are these limits so lovtthat over a complete business cycle 
or a series of cycles the budget cannot be balanced, or nearly so? 

The more moderate, though liberal, view concludes that taxation (and 
spending) should follow constructive counter-cycle policy; i.e., that sumptu- 
ary objectives of taxation arc of great importance and should, in general, 
take precedence over revenue objectives. On the other hand, however, the 
revenue objectives cannot be dismissed, both because debt is not burdenless 

* A. P. Lerner, “An Integrated Full Employment Policy,” International Post-war Prob- 
lems, Quarterly Review of the American Labor Conference on International Affairs, 
January, 1946, p. 70. The same position is taken in Lerner, The Economics of Control, 
New York, Macmillan, 1946, pp. 307-8. 
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and because full employment can be attained against the obstacle of a reason- 
able “normal” level of taxation. Certain governmental functions must be 
maintained year after year whether the current level of national income is 
high or low. The question is, should these functions be paid for by borrowing 
except in those periods when the budget is accidentally balanced because 
anti-inflationary policy calls for taxation to take income away from indi- 
viduals? 

Government has a rightful claim upon the income of individuals. It has 
in the past chosen to exercise that claim unwisely in terms of the business 
cycle — ^both increasing and decreasing tax rates at the wrong times. This has 
been due principally to the exaltation of the revenue objective in taxation. 
The adoption of counter-cycle sumptuary objectives need not mean renuncia- 
tion of government’s right to a share of individual income or relegation of 
the revenue objective to a position of insignificance. In the short run the 
compensatory objectives will be supreme, while revenue objectives justify a 
norm of taxation for revenue purposes, to be departed from when the 
exigencies of cyclical fluctuations in income require it. 

ALLOCATION OF TAX BURDENS 

We now proceed to a consideration of principles which will guide in the 
construction of particular tax measures and of an over-all tax system. This 
implies both the selection of the types of taxes to be used in preference to 
other possible types and the determination of the amounts which different 
individuals should contribute under a given tax. 

T fO FUNDAMENTAL CONSIDERATIONS. Before entering further upon 
tM theory it will help to clarify our thinking and to avoid pitfalls if we 
'emphasize two basic facts. They are: 

1. All taxes are ev entually paid- out, of inc,Qroe*^gi34Jipu.tIieJ„asS.,afl&lysis 
out of the incpme of, individuals. .The only. exception to this generalization 
is that when, taxes, exceed-incomei- they-must be. paid out of capital. 

2. Many taxes, do not finally rest upon the person upon whom they are 
first imposed.^ 

The significance of the first lies in its ability to simplify what at first glance 
is a highly complex picture. It enables us to see that by whatever route it 
follows, a tax must finally transfer individual income to government. It makes 
possible generalization in terms of the flow of economic income and there- 
fore of the larger aspects of the economic effects of particular taxes. Further 
than this, if we see that in a private property economy all income is finally 
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individual income, we are in a position to detect and avoid discriminatory 
multiple taxation of a given individual’s income.® 

Recognition that the burden of a given tax does not necessarily fall upon 
the person who originally pays it will help us to avoid logical errors in 
analysis of the burden of particular taxes. Superficial assumption that the 
person who writes the check to the treasury is necessarily the person who 
bears the tax burden will lead to conclusions which are far from the facts 
concerning the real effects of a given tax. Tax theory begins with ideals of 
justice which are hopefully to be reflected in specific legislation. Whether 
those ideals are actually accomplished depends, of course, upon our ability 
to trace tax burdens to their final settlement. “ In our analysis of particular 
taxes in relation to general principles of tax-burden allocation, we shall be 
required to trace out these burdens to the greatest practicable degree. 

POSSIBLE BASES OF TAX-BURDEN ALLOCATION. Before any par- 
ticular tax measure can recommend itself, some fundamental decision must 
be made as to the basis upon which tax burdens are to be allocated among' 
various payers. That tax burdens should be distributed “fairly” or “justly” 
is taken for granted, but what, specifically, do fairness and justice imply? 
We postulate the need for governmental performance of certain functions for 
the benefit of the society. It is for this reason that contributions cannot be 
left on a voluntary basis, allowing each to contribute what he thinks is “right” 
or “fair.” But if coercive power is to be used to extract contributions, some 
positive basis of allocation must be determined upon. 

It is inevitable that in allocation of burdens society must be thought of 
as being composed of broad classes. No possible legislation could distribute 
real burdens equally among all individuals, principally for the reason that 
though burden is an essentially personal thing, it can be measured for tax 

5 For example, we are able to see that income to a corporation is only on its way to 
becoming income to owners of the corporation, and is not a separate income stream. 
Thus, taxation of corporate income plus taxation of individual income is ‘double taxa- 
tion of that individual income which comes through the corporation. If individual in- 
come from other (non-corporate) sources is not doubly taxed en route, tax discrimina- 
tion against corporate-produced income occurs. 

6 An excellent example of this type of pitfall is to be found in Paul Studenski, “To- 
ward a Theory of Business Taxation,” Journal of Political Economy, October, 1940. The 
author develops an elaborate list of theoretical bases for justification of special taxes 
on busmess, concluding that one or more of these bases will be applicable to every 
type of business. He weighs various kinds of business taxes and states his preference for 
one type. His analysis of the locus of final burden of the tax leads him to the conclusion 
that it might be upon consumers of the product, upon the factors of production em- 
ployed, or upon the profits of the business taxed. In the end, therefore, we find that only 
in certain circumstances do the burdens rest partially upon the business; it does not 
appear to occur to the author that because the tax is largely shifted to others his elaborate 
battery of theoretical justifications for special business taxes is largely vitiated. 
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purposes only by external indications which are themselves somewhat in- 
accurate. Tax measures thus consider society as made up of classes: income 
classes, propertied classes, producer classes, and consumer classes. Within 
any class by no means all the variables can be taken into account if the 
measure is to be administratively workable. 

But as among classes of taxpayers, what does “fairness” mean, and what 
measures of fairness can be found? It mean s eqy ality of -burden.,afflQug tax- 
payers. The poll tax implies that equality requires the same taxes to be paid 
•by all, excluding minors. At a later stage equality of burden has implied 
payment in proportion to some outward indication of faculty, such as the 
amount of property owned or the amount of income received. Until late in 
the pineteenth century it was taken for granted that the only fair system of 
taxation was that which called, for proportional rather than equal contribu- 
tion. This is, in itself, an admission that the burden of a dollar of taxes is 
unequal as between persons of different incomes. But how unequal? If equal 
taxes mean unequal burdens, do proportional taxes mean equal burdens? 
The answer is in the negative, and grov/s out of the principle of the diminish- 
'' ing marginal utility of income. We shall have occasion to discuss this point 
. more fully later in the chapter when we come to study the basis for pro- 
gressive taxes. 

But the amount of tax to be paid is the product of the tax rate times the 
tax base.'^ Questions of fairness must, therefore, deal not only with how 
heavily a thing should be taxed, but also with what things should be taxed. 
What handles are there to grasp? JiVhat outward indicators of capacity to 
pay can be found? At one time in England it was thought that ownership 
of a residence with glass windows indicated peculiar tax capacity. The poll 
tax assumes that arrival at the age of majority implies capacity to pay taxes. 
The property tax carries on the colonial presumption that ownership of 
property is a good measure of tax faculty. In modem times the trend is to- 
ward use of income as the tax base. Actually, income is the only source of 
taxes, and therefore exists as the only really reliable starting point for alloca- 
tion of burdens upon which to compare the faculties of various taxpayers. 
All other tax bases mentioned above were nothing more than attempts to 

T The tax rate is the multiplier in calculation of the amount of tax. The tax base {e.g., 
value of property, value of income) is the multiplicand. In the case of ad valorem taxes 
the tax base is measured in terms of value and the rate as per cent or cents per dollar. 
Specific taxes measure the tax base as physical quantity (e.g., one bushel of wheat, 
twenty cigarettes, one automobile), while the rate is measured as an absolute number of 
dollars or cents per physical unit of base. Examples of ad valorem taxes are: sales taxes, 
income taxes, property taxes, and many excises where the base is expressed in dollars. 
Examples of specific taxes are many customs duties (42^ per bushel of wheat), gasoline 
taxes, cigarette, and most liquor taxes. 
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measure income by external appearances, and were (are) subject to wide 
error. 

If income, the source of tax payments, is accepted as the appropriate tax 
base, the problem of equalizing the intensities of tax burden becomes one 
of determining appropriate rates of tax on incomes. But when several tax 
bases are used, the problem is complicated by the necessity of comparing 
not only the burdens among payers of the particular tax but also comparing 
burdens on those subject to the particular tax with those not subject to it. 
This is to say that, when the tax system applies to a multiplicity of bases, the 
difficulty of measuring the burdensomeness of that system upon individuals 
is increased. 

COST AND BENEFIT. Among the oldest of principles followed in alloca- 
tion of tax burdens are those of cost and benefit. The former implies that 
whenever governmental costs are incurred for the benefit of particular indi- 
viduals, such costs should be borne by them. The latter proclauns the de- 
sirability of allocating taxes upon mdividuals according to the benefits which 
they enjoy from governmental action. The two are essentially alike, in that 
both place the state in a semi-commercial position with respect to citizens, 
though the first carries implications of budget-balance not necessarily im- 
plied by the second. The two huffdamental faults in cost and benefit as gen- 
eral bases for allocation are'^) the difficulties to be found in rp^aimremen t 
of cost and benefit, and (^0 the undesirable limitations which they place 
upon the scale of government services. 

Obviously neither cost nor benefit can be allocated among citizens with 
any degree of accuracy. Most government costs are of the “ ovarheacL” variety, 
involving difficulties of allocation. And benefits are, to a major degree, gen- 
eral. Who, specifically, benefits from the operations of the judicial branch 
of government? What part of the cost of fighting a war is my rightful share, 
as distinguishable from yours? And even when benefit at first glance appears 
to be reasonably allocable, careful investigation generally shows secondary 
and tertiary beneficiaries. For instance, relief recipients clearly draw special 
benefits from relief allowances, but how about the bittcher, the baker, and 
so on back to the farmer? The automobile driver benefits from good high- 
ways, but so do the automobile and petroleum trades and the economy gen- 
erally. It is clearly not “fair” that only the primary beneficiaries bear the 
cost, and yet beyond the primary beneficiaries, how can benefits be quanti- 
tatively allocated? On grounds of the impossibility of proper allocation alone, 
cost and benefit as general bases must be rejected. 

But the rigidity which these requirements would impose upon govern- 
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ment also demands their rejection. For cost and benefit as the bases for dis- 
tributing tax obligations would rule out many of the general functions which 
government must perform. Relief of the needy, for example, could not be 
undertaken; for by definition the primary beneficiaries cannot assume any 
part of the cost of the function. Public education could be made available 
only to those able to pay thejr way. Clearly the objectives stated in the 
Preamble to the Constitution of the United States would be impossible of 
any reasonable degree of attainment if government were, by the cost or benefit 
principle of taxation, relegated to the status of purveyor of services at a 
price. 

There are, of course, situations in which cost and benefit are relatively 
easily allocable, and the principle of cost or benefit may reasonably be ap- 
plied. The state highway department may build a highway in front of my 
house, and may be willing to pave my driveway leading to it. In such a case 
I should obviously pay the cost. Likewise, when costs can be allocated to 
groups of beneficiaries who are clearly almost the exclusive beneficiaries 
(e.g., municipally produced electricity) there is good reason for them to 
pay their way. But these are actually and reasonably price, not tax, pay- 
ments. When cost or benefit cannot be scientifically allocated, or when such 
allocation would restrict the performance of socially desirable service — in 
short, in the vast majority of instances — ^these bases are quite unacceptable.® 

ABILITY TO PAY. Allocation of tax burdens among individuals on the 
principle of ability to pay is equalization of the tax burden. For ability to 
pay, correctly determined, brings us as close to the real tax base (income), 
as it is possible to be. The ability principle implies (1) a tax base which 
is capable of measuring ability to carry burdens, and (2) schedules of rates 
which truly equalize those burdens. Ability to pay refers to the relative (among 
individuals) real sacrifice involved in tax payment. That individual who can 
with least personal sacrifice give up a dollar from his income is the indi yidu al 
among all individuals who has the greatest ability to pay the next dollar in 
taxes. He is by no means necessarily a person who would otherwise spend 
his dollar for real estate, for liquor, for gasoline, or for movies. And he is not 
necessarily a person who would otherwise hoard his dollar. What he would 
otherwise do with his dollar unfortunately caimot tell us much about how 
much it hurts him to be forced to transfer it to government. The only way 
to be sure that government would take next the least useful dollar of private 
incomes in the whole society would be to have an infallible measure of sub- 

s In spite of the fact that large elements of the benefit principle are now being imple- 
mented in property taxes, business taxes, and sales and excise taxes. (See Table 24 this 
chapter.) 
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jective utilities. This measure would need to be quantitatively exact as applied 
to different individuals, and measurable in an objective manner, free from 
the vagaries of individual reporting on the basis of introspective searching. 
Clearly, subjective utilities and disutilities are not accurately measured in the 
market place. Two persons who spend a dollar each for the same quantity 
of the same good do not necessarily derive the same subjective enjoy- 
ment. 

The problem is to select the outward measure which will most closely 
approach subjective utility and disutility. This is net money income. This 
measure is obviously more acceptable than purchases of a given commodity, 
current purchases of all commodities, ownership of physical goods, or just 
being alive and over twenty-one years of age. Yet it is by no means a perfectly 
just measure. For two individuals with the same net money income may 
;; differ in number of dependents, financial commitments, expectation as to 
future income, habits of consumption, and consumer tastes. Taking a dollar 
|n taxes from each may therefore cause quite different sacrifices. Partial 
tnitigation of such inequities may be accomplished through specific provisions 
in tax legislation. Number of dependents is typically a datum in determining 
tax liability from any income. But even so, to allow a fixed tax credit for 
each dependent assumes a uniformity among dependents which does not 
exactly exist. Debt position can be taken into account in framing income tax 
laws by granting tax credits for interest paid. Expectations respecting the 
duration of income at a given level may be roughly allowed for by treating 
labor (temporary) incomes and property (permanent) incomes differently, 
and by allowing a carry-over or carry-back of credits. But hardly anything 
can be done to mitigate inequities caused by different habits of consump- 
tion or 'different tastes. Even so, income is the best available measure of the 
Subjective ability to pay. And it possesses the administrative merit of avoid- 
ing moral judgments upon individual choices, such as are implicit in pur- 
chase taxes. 

SACRIFICES AND THE RATE OF TAXATION. The paragraphs im- 
mediately preceding have dealt with the selection of that tax base which most 
closely approximates the basic determinants of ability to pay. We find that 
base to be net income to individuals. But the choice of the best tax base can 
be vitiated by application of^^foper rates to that base. In this section we 
analyze the intensity of tax Ijllden in terms of the type of rate schedule which - 
fairness in taxation demands., And again we are forced to use burden in the 
%ense of the subjective sacrifice which tax payment entails. 

We shall classify rate schedules under three general categories. A schedule 
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of proportional tax rates is one in which the rate of tax remains constant as 
the tax base changes. A schedule of progressive tax rates is one in which 
the rate of tax increases as the tax base increases. A schedule of regressive 
tax rates is one in which the rate of tax decreases as the tax base increases. 
Thus, recognizing that the amount of tax payable is the result of multiplying 
the base by the rate, in the case of a proportional tax the multiplier remains 
constant with changes in the multiplicand; in a progressive tax the multiplier 
increases as the multiplicand increases^ in a regressive tax the multiplier de- 
creases as the multiplicand increases. Diagrammatically, the differences are 
as shown, p. 250. By definition a proportional rate schedule can be estab- 
lished at any level provided the rate remains constant at that level. A progres- 
sive rate schedule offers many slope patterns, all of which represent progres- 
sion so long as any increase in base is accompanied by an increase in rate. 
The same is true of regression, provided the rate decreases when the base 
increases. A tax rate schedule may combine more than one of the types 
shown. It is common for income tax rates which we say are progressive to 
progress by brackets; variations of income (tax base) within a given bracket 
carry proportional rates, while rates progress by brackets as income increases. 
The curve of the schedule would thus look like a profile view of an irregular 
set of stairs, where the risers become longer and the treads broader as we 
look from bottom to top. 

Correctly used, the terms proportional, progressive, and regressive refer to 
the relation between the tax rate and the tax base. Commonly, however, we 
refer to the “regressive effect” of a tax which may not be technically regressive 
at all. For instance, a sales tax is typically a proportional tax, because its rate 
is constant no matter how large or small the base. This is true (typically) 
whether the tax is an ad valorem or a specific one.® The usual sales tax rate 
is 2 per cent whether the purchase is large or small, and the federal tax on 
cigarettes is 8 cents per package no matter how many packages are pur- 
chased. But if the amount of the tax is related to the buyer’s income, such 
a tax may have a “regressive effect.” If two persons of different incomes 
purch ase the sam e q^uantity of taxed commodity, the tax paid bears a higher 
relation (rate) to the smaller income than to the larger. Thus, a tax which is 
technically proportional in terms of the base of the tax as defined may be 
regressive in terms of the taxpayer’s income. The latter use, though tech- 
nically incorrect, often carries so useful a meaning that we would be un- 
wise to ban it. And the dual meaning should cause no analytical difficulty 
once our attention is directed to it. 

Of the major tax measures now in use by governments in the United 

9 See footnote, p. 245, for description of ad valorem ?md specific taxes. 
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States/® property taxes, sales and excise taxes, payroll taxes, customs duties, 
and some specific business taxes carry proportional rate schedules. Taxes on 
individual incomes, corporation incomes, estates and inheritances, and on 
some specific businesses are typically at progressive rates. There are no ex- 
amples of regressive taxes. It is rather generally agreed that the federal tax 
system is as a whole progressive, because of the preponderance of pro- 
gressive tax measures (personal and corporate income taxes) in it. The typical 
state and local tax system is “regressive” in the sense that a larger share 
of income is taken from the low income receiver than from the high income 
receiver. State and local systems are preponderantly composed of proportional 
taxes on things (z.e., property and consumption taxes), which are actually 
regressive in terms of income. 

PROPORTIONAL TAX PROGRESSIVE TAX ' REGRESSIVE TAX 



Base — *- Base — Base — 


FIGURE 2 DIAGRAMMATIC REPRESENTATION OF POSSIBLE PROPOR- 
TIONAL, PROGRESSIVE, AND REGRESSIVE TAX RATE SCHEDULES 

Our general theory of taxation must tell us whether fairness in the distribu- 
tion of burdens requires proportional, progressive, or regressive tax systems. 
If the cost theory of taxation were acceptable we should probably adopt the 
practice of the market place, charging each beneficiary of government service 
his proportionate share of the cost. And under the benefit theory individuals 
would probably pay in proportion to benefit derived. Since we have rejected 
cost and benefit as general bases upon which taxes should be allocated, and 
recommended the ability principle, we shall investigate the implications of 
ability as related to rate schedules on the income base. 

Adam Smith’s first maxim of taxation was, “The subjects of every state 
ought to contribute towards the support of the government, as nearly as pos- 
sible, m proportion to their respective abilities; that is, in proportion to the 
revenue which they respectively enjoy under the protection of the State.” 
Here is clear recognition that, in the last analysis, what an individual ought 
to contribute should be determined with reference to his income, and not 

10 Cf. Table 24. 

11 Wealth of Nations, 1776, Modem' Library Edition, p. 777, 
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to some external and haphazard indication of his income. But more impor- 
tant for our present purpose is his emphasis upon proportion. Contribution 

in proportion to their respective abilities” can undoubtedly be interpreted 
as favoring progressive taxation, if it can be shown that the increase in 
ability is more rapid than the increase in income. But Smith was not ac- 
quainted with the more recently developed principle of diminishing utility; 
consequently, ‘ in proportion to their respective abilities” carried for him a 
meaning identical with “in proportion to the revenue which they respectively 
enjoy. Up to the end of the nineteenth century, the essentially unanimous 
opinion of writers on the subject supported the view that fairness or justice 
in taxation calls for taxation at proportional rates. (The exceptions were 
those few “radicals” who advocated taxation for purposes of equalizing 
wealth and income rather than for revenue.) Proportional taxation unques- 
tionably carries simple implications of justice and equality. 

About 1870 the almost simultaneous but independent discoveries of the 
principle of diminishing marginal utility by Jevons, Menger, and Walras, 
introduced a new economic concept which has through refinements pro- 
foundly altered the general view concerning the comparative sacrifices in- 
volved in different tax-rate schedules. To be sure, until World War I a wide 
disparity existed between theory and practice, but since that time experience 
with progressive taxation has immensely bolstered the theory in the public 
mind. 

The principle of diminishing marginal utility of goods states the subjective 
fact that, after a certain point as additional units of a good are consumed, 
the utility or satisfaction derived from each additional unit declines. Realizing 
that this is true of an individual consumer’s good, we may lump together all 
such goods into a composite picture of the diminishing marginal utility of 
all goods which the individual may consume. The composite picture showing 
the diminishing marginal utility of all goods combined is a picture of the 
marginal utility of money income to the individual income receiver.’^® We 
thus have a picture showing that as additional dollars of income are used they 
contribute — after a certain point — ^less and less satisfaction per dollar to the 
user. The marginal utility of money income of course diminishes less rapidly 
than does the marginal utility of an individual good. That is, when an income 
of $2000 is spread over a wide variety of goods, the last dollar spent pro- 

12 We have discussed marginal utility of income in terms of the consumers’ goods 
income will buy. The marginal utility of money income should, of course, be discussed 
in terms of the utility to bo derived from any possible disposition of the marginal income 
dollar. It can be spent for consumption or saved. The subjective utility to be derived 
from a dollar saved must compete with the subjective utility of a dollar consumed in 
determining the disposition of that dollar. Utility is of the same general character (satis- 
faction) whether income is consumed or saved. 
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vides far more satisfaction than if the whole income were spent for loaves of 
bread. 

Diagramraatically the picture which we have described above — of the 
diminishing marginal utility of money income — ^would be somewhat like that 



Income 
PIGUKE 3 


of Figure 3. The first few dollars of income (500 by assumption on our 
graph) constitute an absolute minimum of subsistence for the individual 
income receiver. Beyond this minimum amount required for mere subsistence 
marginal utility decreases, slowly at first as additional comforts of high utility 
are procured, and then rapidly as the size of income makes possible the pur- 
chase "of luxury items. When incomes become large, marginal utility has 
fallen to a low level, and the rate of diminution of marginal utility is low, 
approaching zero. 

On our chart the area included under the curve represents total utility de- 
rived from the quantity of income used. Thus, the utility sacrificed by pay- 
ment of taxes is the utility which would have been enjoyed from expenditure 
(or hoarding) of that amount, and can be shown as an area on the diagram. 
If taxpayer A, with a $2000 net income, were required to pay in taxes 10 
per cent of that income ($200), the sacrifice of utility would be indicated on 
the graph by the area AFGA'. If taxpayer B, with a $10,000 net income, 
were required to pay 10 per cent of his income ($1000), the sacrifice of 
utility would be indicated by the area BHJB', It is evident, therefore, that 
a proportional tax of 10 per cent involves quite unequal sacrifice of utility 
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on the part of the two taxpayers. If A is to be taxed 10 per cent of his income 
and it is desired to require equal sacrifice from A and B, then we must take 
from B until the area of utility sacrificed is equal to that of A. This would 
mean (reading roughly from the diagram) that B should be left about $7200 
after taxes, and the tax rate bn his $10,000 net income should be 28 per 
cent. 

Let us see what we have assumed in this numerical example. In the first 
place, we have assumed marginal utility to be measurable with accuracy, 
which it is not. Tax authorities cannot draw curves of diminishing marginal 
utility of income with a degree of accuracy which would prove without quali- 
fication the results of the type of calculation which we have made. If they 
could, the establishment of schedules of progressive rates which would 
guarantee quality of sacrifice would be a relatively simple matter. In the 
second place, in our exercise we have implied a generalization that persons 
with equal net incomes have the same schedule of marginal utilities. Again 
we must admit that this is not precisely the case. Among single persons re- 
ceiving identical net incomes, some will be at the “age of accumulation” 
while others will already possess the chattels which go with that income level; 
some will have simple tastes while the tastes of others will be expensive. In 
the third place, we have assumed in our example that the utility of money 
income falls relatively rapidly as income increases. The less rapidly marginal 
utility diminishes, the less progressive are the tax rates which the principle 
will justify. (To take an extreme case, if we were to assume that marginal 
utility did not diminish at all, equal sacrifice would require the taking of 
equal amounts of tax from persons with varying incomes, and this would 
mean regressive rates on income.) The presumption that equal sacrifice im- 
plies progressive tax rates thus involves the generally accepted assumption 
th at margin al firp gpnCT allV-rclatiyely inelasti c. 

The indefiniteness of the utility measures upon which the traditional case 
for progressive taxation rests has led, in some quarters, to a tendency to 
search for other bases for explanation and justification of progression. The 
revenue objective in taxation would, of course, suggest that it is sensible to 
find money where money is, i.e., in the hands of higher income receivers. 
In addition, it has been suggested that ample justification lies in the pro- 
motion of econ pinic equality which is an inevitable result of progressive 
taxation. We would probably find rather widespread agreement among econ- 
omists in favor of some reduction of inequalities, on the grounds that down- 
ward redistribution of income tends to raise the society’s propensity to 
consume from current income and thus to provide a larger hard core of 
constant demand for commodities. However, the justification of progression 
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in terms of diminishing utility of income is historically valid and remains as 
the principal pillar in the rationale of progressive taxation. 

McCulloch’s objection to abandonment of proportional taxation in favor 
of progressive taxation based upon diminishing utility which is not accurately 
measurable was that it put us “at sea without rudder or compass. ’’Jp^is essen- 
tial that we distinguish the fact that marginal utility typically does diminish 
from the fact that its rate of diminution as related to an individual or an 
income class is not accurately measurable. We admit that its rate of change 
is by no means precisely measurable, but we have ample evidence that it does 
diminish. That evidence is available through introspection and through ob- 
servation of the market place^n fact, the existence of diminishing marginal 
utility is so well established in economic thinking as to make unnecessary 
its demonstration here. Because of the fact of diminishing marginal utility, 
we confidently conclude that some form of progressive taxation is more 
just than is proportional or any form of regressive taxation. The choice be- 
tween proportional and progressive taxation is therefore a choice between 
certain injustice and uncertain justice. And the uncertainties in progressive 
taxation can in a measure be mitigated by amendment after observation of 
the effects of the rate schedule upon various income classes.^® 

We thus conclude that taxation for revenue purposes should, for reasons 
of fairness among taxpayers, be at progressive rates. This follows from our 
analysis of relative burdens in terms of the sacrifices Involved in turning 
spendable income over to government. But this holds only of taxation for 
revenue purposes. Our definition of taxes contemplates revenue purposes 
only when it defines them as “contributions ... to defray the expenses 
incurred in the common interest of all.” But our short discussion of taxation 
for sumptuary purposes indicated that taxation might not be used primarily 
to defray:.^ expenses of government but to curb or to encourage private ex- 
penditure. jSumptuary taxation reflects the subordination of the revenue pur- 
pose to the control purpose; it implies that on many occasions the principle 
of fairness in taxation gives precedence to a superior objective. 

13 Were utilities accurately measurable, new fiscal-philosophical problems would arise. 
If we could measure and compare sacrifices with reasonable exactness, we should have 
to decide whether sacrifices should be equal, proportional, or progressive. Equal sacrifice 
(which we have taken as our standard in this chapter) requires progressive taxation; 
proportional sacrifice would require steeper progression, and progressive sacrifice would 
require still steeper progression. (Cf. Hugh Dalton, Principles of Public Finance, London, 
Routledge, 1932, Chapter 9.) Dalton suggests the alternatives of equal sacrifice, pro- 
portional sacrifice, minimum sacrifice (in which B pays all the taxes until the marginal 
utility of his income is equal to that of A), and “leave them as you find them” (where 
the degree of inequality of incomes after taxes is the same as before taxes). Such ex- 
cursions into the rarefied atmosphere appear to the writer unwise in this book in view 
of the basic inadequacy of our flying instruments. 
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There is no “theory” of sumptuary taxation distinct from the theory of 
the particular control function itself. If taxation is used to raise the price 
of a particular good (liquor, for example) with the purpose of discouraging 
consumption, the basis of allocation of the burden is simple. The person taxed 
is the person whose potential consumption is to be discouraged. The tax 
must be so high as actually to discourage consumption, without reference to 
its revenue aspects. Obviously, in such a case, the more effective the tax 
weapon in accomplishing its sumptuary purpose, the less effective it is as a 
revenue measure. And if the commodity were taxed out of existence there 
would be no tax burden at all. 

In the more general sense of sumptuary taxation — taxation to remove 
spendable or hoardable funds from the market — the theory of the tax is like- 
wise the theory of control. It is not a question of “fairness” in the usual tax 
sense of the term, but a question of expediency. The burden of such taxation 
is not a necessary evil arising out of the need for revenue, but the means to 
a desired end. That is, stabilization of national income at a high employ- 
ment level requires that income be taken from certain persons, The “burden” 
is therefore intended as the prime immediate objective of the tax, and 
the usual questions of fairness in distribution of the “burden” cannot 
arise. 

We have taken the position that an irreducible minimum of taxation will 
occur in all phases of the cycle. Although when anticipations are low or 
falling there should be major tax reductions, taxes will not at any time faU 
to zero.^* This means that throughout the cycle some basic level of taxes 
for revenue will be maintained. When anticipations are rising the economy 
can stand heavier taxation for revenue purposes, in order to provide for debt 
retirement. In all of this taxation for revenue purposes tire question of 
ability to pay should be the paramount consideration in allocation of 
burdens.^® 

But beyond the revenue aspects of taxation, use of the tax tool for general 
sumptuary purposes is contemplated on a major scale. There are two types 
of such use which will be important. The first is heavy taxation when fte 
full employment level of income is closely approached. Here the objective 
is to remove those spendable funds which threaten to push investment and/oi 

14 That is, taxes as a whole. Individual taxes can, and possibly should, fall to zero — 
unemployment compensation taxes, for example. 

15 Even within this basic level of taxation for revenue some taxation for discourage- 
ment of purchase of certain goods and discouragement of certain practices will prob- 
ably be found. But such sumptuary taxation is of very minor importance. 
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consumption spending beyond the limit of physical production, thus promot- 
ing inflation.^® 

The second general use of taxation for promoting the proper level of in- 
come may occur when it is desired to maintain over a long period a full em- 
ployment level of production. We have given no previous attention to this 
matter, although it is frequently assumed to be the major use of fiscal policy. 
If we can assume that the desired level of employment has been reached, 
and if thereafter the only tendency we are forced to counteract is a mild pres- 
sure toward less than full employment, taxes must be directed particularly 
to hoards, so as to “keep the income circuit closed.” We shall not cate- 
gorically deny that such circumstances may obtain, but it implies more in- 
herent stability at the prosperity level than our economy has demonstrated. 
What it actually relies upon is the elimination of departures from the full 
employment level by a tax which transfers private hoards to government, and 
thus puts these funds into the income stream again. But hoarding which 
results from a turn of anticipations downward is likely to be hoarding with 
a purpose, and taxation of these purposeful hoards may well generate further 
decline in anticipations, encouraging increased hoarding to take the place of 
those taxed away. It is on these grounds that a preference is established for 
deficit spending rather than taxation of hoards when anticipations show a 
tendency toward decline. We do not rule out, however, the possibility of tax- 
ing hoards at the top of a particular cycle. But at the same time we must 
point out that it is quite likely to be an ineffective instrument, and may help 
to create precisely the situation which it is desired to avoid.^® 

What can we conclude witli respect to the proper principles upon which 
to distribute counter-cycle tax burdens? The principle of expediency (if, 
indeed, it can be called a principle) will be dominant. That is, the major tax 
measures will possess large elements of elasticity, making possible quick and 
effective increase or decrease in tax burdens upon those segments of the 
economy whose disposable income after taxes is to be decreased or increased. 

18 If the inflationary pressure is really serious it may be desirable to tax very heavily 
and to use the funds so procured to build up the treasury balance. This is treasury hoard- 
ing. The normal use of these surplus funds would be to retire debt, but this may return 
the funds again to the market. 

It This seems to be the main thesis of Stuart Chase, Where’s The Money Coming 
From?, New York, Twentieth Century Fund, 1943. 

18 The proposal to tax hoards has more appeal in terms of a high income, “mature” 
economy than of a dynamic, expanding economy subject to violent cyclical fluctuation. 
For in the former case hoarding is a perennial problem of low propensity to consume, 
and a good case can be made for a high governmental standard of expenditure for 
consumption. Let us not overlook the fact, however, that the mature economy is also 
subject to cyclical fluctuation; it is not one which tends toward permanent, static 
equilibrium at (say) an income level of 90% of full employment. If it were, the instru- 
ment of taxation of hoards would be an attractive one indeed. 
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This implies primarily a ready adjustability of tax rates, but may at times 
imply the removal or inauguration of whole tax measures,^® 

The proper allocation of tax burdens under a counter-cycle program will 
at any time depend upon the particular objectives to be accomplished. If the 
objective is an encouragement of investment, a lightening of tax burdens 
upon the income from risk capital is indicated. If encouragement of con- 
sumption is desired, reduction of taxes on lower incomes (and of course on 
consumption goods) will be desirable. The important point to be kept in 
mind is that conditions to be combated will vary at different times. The tax 
measures which provide for counter-cycle allocation of burden will thus lend 
themselves to expedient application to the circumstances. 

SUMMARY 

In preparation for consideration of particular tax measures, we have con- 
sidered the general foundations upon which the tax system as a whole should 
be built. We have noted that taxation for revenue purposes cannot utilize 
generally the principles of benefit and cost in determining the proper dis- 
tribution of burdens among individuals. The reasons arc that benefit and 
cost cannot themselves be reasonably determined on an individual basis, and 
if they could, many important governmental functions would necessarily be 
discontinued. 

The principle of fairness among contributors must be approached in terms 
of comparative ability to pay, which is, in turn, measured by subjective sacri- 
fice. If the ideal is equality of sacrifice by taxpayers, the principle of diminish- 
ing marginal utility of income demonstrates that such equality can be at- 
tained only through progressive taxation. Although we cannot measure utility 
on an objective comparative basis, and thus cannot arrive at the exactly 
proper rate of progression by the slide rule, the field for plS[^ of experimenta- 
tion and common sense is considerably narrowed. Our first pillar in construc- 
tion of a sensible tax system is thus the principle of ability to pay, which 
ability progresses more rapidly than does income. 

The second pillar is that of relation of the tax system to the desired level 
of employment. The principal necessary ingredient of such a tax system is 
flexibility, or ability to adjust quickly to changing requirements without vio- 
lent overhaul. These two pillars upon which a sensible tax structure tests 
do not always complement one another. For equahty of sacrifice is not al- 
ways the base upon which sumptuary taxation fits. The inflationary pressure 
may work through consumption (as in an immediate post-war period), or the 

Excess profits taxes offer real opportunity for periodic use when a rising profit 
cycle threatens overexpansion. 
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removal of taxation from high incomes may be required as incentive to in- 
vestment in a period of recession. In both cases the principle of equality of 
sacrifice gives way to the sumptuary principle. 
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CHAPTER 13 TAX INCIDENCE AND 
OTHER EFFECTS 


In Chapter 12 we pointed to two fundamental facts which must be home 
in mind in any intelligent discussion of the results of taxation. The first is 
that all taxes eventually are paid from the streams of individual income. 
This led us to the conclusion that so far as possible the tax base should be 
individual income. Any alternative tax base is certain to be a less reliable 
measure of the income from which taxes are paid. The exceptions to this 
rule arise out of sumptuary taxation, where the control function may require 
more limited and specialized tax bases. 

The second fundamental fact to which we referred was that the person 
upon whom the tax is originally imposed is not necessarily the person who 
bears its burden. This being the case, tax theory must offer conclusions as to 
who finally bears the burden resulting from imposition of a tax. Unless this 
is done, undesired results will frequently be obtained. It is the purpose of 
this and the followmg chapter to analyze in general terms the conditions un- 
der which the person on whom the tax is originally imposed can transfer its 
burden to others. 

THE MEANING OF "INCIDENCE" AND OF 
"OTHER EFFECTS" 

The imposition of a tax may set in motion a whole series of effects and 
adjustments to those effects. Analysis of the effects wiU demonstrate that 
they are of different orders, and it will therefore be useful to distinguish the 
different orders as far as possible. A tax is imposed upon a person who be- 
comes the subject of the tax because it is from his income that the tax is 
originally paid. This may occur because he owns taxed property, buys taxed 
goods, or for other reasons which the reader familiar with existing taxes can 
add. The subject of the tax may bear the burden himself, but the assumption 
of the burden will reduce the amount of his income available for purchases 
in various lines, causing a decline in demand for products in those lines. The 
rhfiin of effects following this we cannot pause to catalogue at this point. On 
the other hand, the subject of the tax may be able to transfer the burden 



260 


TAX INCIDENCB AND OTHER EFFECTS 


(partially or wholly) to someone else, who may be able to transfer a part of 
it further on. In the process of transfer many ancillary effects can be noted. 

The process of transferring the burden of the tax from one person to an- 
other is known as tax shifting. The incidence of a tax is upon that person who 
cannot shift it further. Thus all possible tax shifting is completed before its 
incidence is determined, and the incidence of the tax is upon that person 
who finally bears its burden, But we must distinguish the burden of the in- 
cidence from two kinds of other burdens: those created in the process of 
shifting the tax and those following from the fact of incidence itself. To take 
an example, suppose that a tax is imposed upon a commodity. The seller 
pays the tax to government directly, but then proceeds to shift its burden to 
the buyer by adding the amount of the tax to the price of the commodity. 
If it is not shifted further, the incidence of the tax (the financial burden of 
the tax itself) is imposed upon the buyer. But so far we have traced only one 
type of effect of the tax — its incidence. There are two other types of effects 
(burdens) which are evident in the example. The first type results from the 
fact that the seller has increased the price, and it is to be anticipated that his 
sales of the product will decline somewhat. This means that his net income 
from sales may well decline, and/or the incomes of the factors producing 
the good will decline. Clearly the process of shifting has created real burdens 
other than that of incidence upon the buyer. These burdens we may refer 
to as “those created in the process of shifting the lax.” The second type 
results from the fact that the financial burden of the tax (its incidence) im- 
mediately reduces the available income of the person on whom the incidence 
rests. His expenditures for other goods may well decline, with consequences 
to the factors producing these other goods. These we refer to as burdens 
“following from the fact of incidence itself.” 

Realizing that there are several kinds of effects of taxes, we shall dis- 
tinguish incidence from all other ejects. When we discuss incidence we have 
in mind the question of who finally sacrifices the amounts which are paid to 
government. We shall be interested in where the money comes from which 
goveriunent receives; i.e., who actually transfers income to government. This 
gives us a manageable segment of the effects of taxes, to which we may apply 
well-known analytical tools of economics. But the segregation of incidence 
from the other effects is an analytical technique; it is not a denial that other 
effects result or that the burdens of these other effects are not in fact real 
burdens.^ 

1 We have mentioned specifically as “other effects” those Incident to the process of 
shifting and those following from incidence of the tax. Many more could be mentioned, 
such as the attitude of the citizen toward his government, the integration of industry 
to minimize burdens, the location of residence or situs of property, etc. And above all, 
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THE CONDITIONS OF TAX SHIFTING 

THE ROLE OF PRICE IN TAX SHIFTING. As we turn our attention to 
tax incidence, we are interested in determining the conditions under which 
the original payer (subject) of the tax can reimburse himself by shifting its 
amount to others. If he can reimburse himself only partially the incidence 
of the tax will be divided between him and others. The more closely we 
examine the conditions of tax shifting, the more clearly we see that shifting 
may occur only in connection with a price transaction. For in our economy 
there is no vehicle — except gifts — ^for reimbursement other than prices. By 
prices, of course, we mean not only the prices of goods and services but the 
prices of the factors of production (wages, salaries, interest, rents) as well. 
Thus, if a tax is shifted, some price will be changed to include the tax; i.e., 
it will be different from what it would have been if the tax had not been 
levied. This change in price may, however, be accomplished by a change in 
quality; the quality of the good may be altered while the price remains as 
before. 

The inclusion of shifted taxes in price is a well-known market phenomenon, 
and constitutes a popular and reasonable argument against those “hidden” 
taxes which are readily shiftable In general, other things being equal, there 
is strong argument for promoting awareness of tax payment. It makes the 
taxpayer conscious of his contribution to government, and it removes from 
the seller the onus of responsibility for price increases due to taxes. Interest- 
ing attempts to make the buyer aware of taxes shifted to him are apparent 
in the gasoline tax, where price is typically calculated on price signs as basic 
price plus federal tax plus state tax; and in many sales taxes, where the law 
encourages either collection of the tax separately at the end of the transac- 
tion or the posting of prices exclusive of taxes.® 


this narrowing of the concept of shifting and incidence rules out the very important 
over-all combined effects of taxation and expenditure. That is, the burden of a tax is 
mitigated when the tax-bearer is also the recipient of funds spent by government. 

2 The terms “direct” and “indirect” taxes, which have cut such a figure in court de- 
cisions in the past, are finally distinguishable in meaning only in terms of shiftability. 
Direct taxes are not shifted, while indirect types are. The decline in use of these teims 
can be accounted for by inability to make such broad generalizations with respect to 
many tax measures. As we shall see, a given tax may be shifted under certain conditions, 
while under other conditions it may be shifted only partially or not at all. To denominate 
particular taxes as direct or indirect is to oversimplify the question of incidence. 

® On the other hand, there have been occasions due either to intent to mislead or to 
ignorance, when propagandizing efforts to emphasize the tax element in price have in- 
cluded both shifted and non-shifted taxes. Clearly the price of a pair of overalls includes 
many shifted taxes on its production, but many taxes imposed upon makers or handlers 
are not shifted and thus do not enter into price. 
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FORWARD AND BACKWARD SHIFTING. The shifting of a tax will in- 
volve a change in the price of something from what it otherwise would have 
been. When the tax is shifted forward, the price which constitutes the vehicle 
for shifting will increase. If completely shifted the price will be higher than 
it otherwise would have been by the amount of the tax. We must emphasize 
“higher than it otherwise would have been” because the very increase of 
price will probably reduce the quantity sold, and it is quite likely that — under 
existing conditions of supply and demand — if the smaller quantity had been 
sold when the good was untaxed, the price would have been lower or higher 
than it actually was. We shall have occasion to demonstrate this point in 
the following chapter. 

When a tax is shifted backward, the price which constitutes the vehicle for 
shifting will decrease as compared with what it would have been. There are 
some situations in which the buyer of the product upon which taxes will be 
levied at a subsequent stage can shift a part or all of it backward to the seller 
in the form of a lower buying price. It is essential to distinguish real back- 
ward shifting from inability of a seller to shift the tax forward. The distinc- 
tion rests upon the fact of who the original subject (payer) of the tax is. 
Suppose thaf^after the shifting process is completed we find that a part of 
the incidence;- is upon the buyer and a part on the seller. To determine 
whether the tax was partially shifted forward from seller to buyer, or partially 
shifted backward from buyer to seller, we must know upon whom govern- 
ment originally imposed the tax. If originally imposed upon the seller, we 
conclude that it was partially shifted forward; if originally imposed upon 
the buyer it was partially shifted backward. 

We shall consider as examples two cases where backward shifting of the 
general type may occur; unemployment compensation taxes on employers 
and processing taxes under the old Agricultural Adjustment Act. The taxes 
which create the reserves from which unemployment compensation benefits 
are paid under the Social Security Act are originally paid by employers. It 
is highly unlikely, however, that in the typical case any considerable part of 
the incidence of these taxes is upon the employer. Some part is normally 
shifted forward to the buyers of the employer’s product, but a typically larger 
part is shifted backward to the employee in the form of lower wages than 
would otherwise be paid. When market conditions are brisk and when labor’s 
bargaining power is strong the tendency would be to shift substantially the 
whole tax forward to buyers. But if demand for the product is not strong 
and the bargaining position of labor is weak, there will be a strong tendency 
to shift substantially the whole tax backward to labor. The employer against 

^And if the market demand is weak, as in a depression period for instance, while 
effective labor organization, government limitations upon wage reductions, or the pres- 
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whom the tax is assessed thus is presented with two directions in which shift- 
ing may occur. The price of his product to buyers constitutes one vehicle for 
shifting, while the prices paid to his labor (and other factors) constitute 
another. Whether one or the other vehicle is the more available in given 
circumstances will depend upon the strength of demand for his product and 
the consequences to him of attempts to reduce wages. If both vehicles are 
unavailable he will bear the tax himself. 

Under the Agricultural Adjustment Act of 1933, producers of various agri- 
cultural products were encouraged to pledge a reduction in production in 
return for governmental benefit payments. The fund from which benefits were 
to be paid was contributed by special taxes upon the processors of the com- 
modities to be controlled. These taxes were thus originally paid by processors. 
The theory was that processing taxes would be shifted to consumers of 
processed agricultural products, and the justification for such an arrangement 
lay in the reasoning that, since consumers had long benefited from the low 
agricultural prices which worked hardship upon the farmer, relief of the 
farmer should be largely carried by consumers. A study by the Bureau of 
Agricultural Economics in 1937 drew the following conclusions with respect 
to incidence of these taxes: ® 

1. No processor of any of the commodities finally bore any appreciable 
part of the tax. 

2. No distributor of any of the commodities finally bore any appreciable 
part of the tax. 

3. When the demand for the processed good was relatively inelastic (f.e., 
wheat, rye, cotton products, corn products, cigarettes and chewing tobacco), 
the major incidence was upon consmners. When demand for the processed 
good was relatively elastic, or subject to special control (i.e., hog products, 
cigars, smoking tobacco, and sugar), the tax was not shifted forward in 
appreciable degree. 


sure of public opinion make backward shifting impossible, a substantial part of the tax 
may be borne by the employer. Under such circumstances the tax eats into already low 
profit or increases losses, and the employer will therefore be encouraged to discharge 
labor. If this occurs, the incidence of the tax is not upon the laborer so disemployed. 
It is not a question of incidence at all, but a case of other effects. For if labor is dis- 
employed the employment taxes fall— i.e., the employer upon whom the incidence would 
otherwise largely fall avoids the tax by discharge of labor. And obviously taxes avoided 
are not paid by anyone, and thus there is no question of shifting or incidence of non- 
existent taxes. Nevertheless, in our example workers have become unemployed because 
of the tax. This unemployment is obviously an effect of the tax measure, but is not 
a matter of its shifting or incidence. , , „ 

e Bureau of Agricultural Economics, An Analysis of the_ Effects of the Processing 
Taxes Levied Under the Agricultural Adjustment Act, Washington, 1937, pp. 4--7, This 
study represents an excellent example of the empirical approach to tax shifting and 
incidence. 
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4. The major part of the taxes on hog products, cigars, smoking tobacco, 
and sugar was shifted backward to farm producers. 

The processing taxes demonstrate clearly the possible directions in which 
taxes may be shifted. Whether a tax is shifted forward or backward depends 
upon the relative strength of the resistance to transfers of the burden. The 
very fact of low agricultural prices due to overproduction testifies to the weak- 
ness of the farmer’s position in resisting backward shifting. Those processed 
commodities for which consumer demand was relatively elastic found greater 
resistance to forward than to backward shifting, while those goods sold under 
inelastic demand conditions found less resistance to forward shifting.® 

A special, though not unusual, type of backward shifting is what is called 
tax capitalization. It occurs in cases where the good is a durable good, and 
thus is subject to a series of successive annual taxes during its lifetime. If 
the whole series of future taxes on the good is to be shifted backward at 
time of purchase, the future taxes must be capitalized and deducted in a lump 
sum from price offered. For there will be no later opportunity — ^no price 
vehicle — for backward shifting. The only difference between backward shift- 
ing of the taxes on a durable good and backward shifting of the tax on a non- 
durable good is in the computation of the dollar amount to be deducted from 
the price offered. In all cases of backward shifting the buyer pays the tax 
to government, but the seller bears the burden of incidence. 

Suppose I were to consider purchase of a piece of agricultural land, and 
my estimates as to average annual income and expense were as ^follows: 


Value of gross annual product $5000 

Total cost of production, excluding property taxes 3500 

Net income before property taxes 1500 

Annual property taxes 300 

Net income $1200 


8 A relatively elastic demand is one in which a small change in price will meet with 
a relatively large change in quantity taken. In such a case, given a quantity to be mar- 
keted, forward shifting of the tax (with consequent price increase) would mean a con- 
siderable unsold surplus, and the farmer’s position would be relatively weak. The whole 
quantity of his products ready for market would not be taken by processors. A relatively 
inelastic demand is one in which a given change in price meets a relatively slight change 
in quantity taken. Here the conditions are reversed, and consumer defenses against for- 
ward shifting are weak since price increases are accompanied by little shrinkage of the 
market. (If under conditions of inelastic consumer demand the processed product is 
sold under highly monopolistic conditions, it is presumed that the consumer price is al- 
ready at a maximum, and consumer demand, though inelastic, will strongly resist further 
price increase. In such a case it is the expected outcome that considerable backward 
shifting will occur and quite likely some considerable absorption of the tax by proces- 
sors.) 
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By purchasing this piece of land, therefore, I would be making a capital m- 
vestmeiit which I calculate would return me net $1200 per year. If I am 
willing to invest my savings at a rate of return of 5 per cent per year, I 
would be willing to pay $24,000 for the land.'^ The annual net return of $1200 
would then be the required 5 per cent on my investment, and I could pay no 
more than $24,000 for the land unless I either revise my estimate of prob- 
able net income upward or niy required rate of return downward. 

But suppose there were no property taxes anticipated. According to the 
calculations, net mcome per year would then be $1500, and I could afford 
to pay $30,000 for the land, still receiving 5 per cent on my investment. Thus, 
because property taxes are estimated to take $300 yearly, the price I am 
willing to pay for the land is $6000 less than it would be if no taxes were 

$300 

anticipated. And $6000 is or the capitalized value of the annual tax. 

Because the tax has reduced the price which I am willing to pay by $6000, 
the tax of $300 per year for all time has been shifted backward to the seller. 
Of course the seller may not sell the land to me because someone else offers 
a higher price. Any higher price offered, however, must be due to (1) an 
estimate of higher net income before taxes than $1500, and/or (2) a lower 
rate of return on investment than 5 per cent and/or (3) an estimate of an- 
nual taxes lower than $300 per year. But whatever the alternate buyer calcu- 
lates these figures to be, the tax will be capitalized and the price offered will 
on that account be less than would have been offered if no taxes were antici- 
pated. Unless they can shift the new taxes forward, current owners of land 
will bear the incidence of any additional taxes unposed subsequent to or 
unforeseen at the time of purchase.® 

We have pictured tax capitalization in terms of a simple example. There 
are, however, wide applications of the same principle. Capitalization occurs 
at the time of purchase of real estate, and of many durable consumers goods. 
It may also occur on the occasion of purchase of investment securities and 
durable producers’ goods. 

Of particular interest is tax capitalization in connection with the purchase 
of investment securities. The purchaser of a share of corporate stock will 

annual net income 

tThe capital value of a “perpetual annuity” is: ; — -■ In this case: 

rate of return required 

= $24,000. 

® Land used for business purposes generally offers opportunity to shift new and un- 
anticipated property taxes forward as a part of the price of the product. Land used for 
consumption residential) purposes offers no such opportunity; taxes not capital- 

ized and thus not shifted backward at the time of purchase of the land have their in- 
cidence upon the owner. 
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determine what he can pay by a calculation exactly like that in our agricul- 
tural land example. He will obviously capitalize the tax unless he is willing 
to pay for an opportunity to pay annual taxes. This is partieularly true if 
he buys for investment (to receive income) , but if he buys for speculation he 
must reeognize the future level of income taxation (corporate and personal) 
as being an important determinant of the price at which he can sell in the 
future.® 

We are dealing here with a principal reason for exemption from taxation 
of the income from government bonds.^® For if government bond coupons 
are tax-exempt there is no tax capitalization and the capital value of the 
bonds is higher than it would be if taxed. This is particularly true when 
the income from other investments is taxed; government bonds are given 
peculiar price support in the market. The consequence would be that with 
the tax exemption advantage the government bond would be strong — other 
thmgs equal — even at lower rates of coupon interest. But though tax exemp- 
tion will result in interest savings to the treasury of the issuing government, 
there may be serious question whether exemption is on the whole fiscally de- 
sirable. For when income taxes are steeply progressive and government bonds 
are largely held by the high income classes, the tax loss to the trcasuiy from 
exemption may be greater than the gain in lower interest. Recognition of 
this fact is largely responsible for the abandonment during the last two 
decades of tax exemption of its bonds by the federal government. Here is a 
case where the fact of tax capitalization has become an important determi- 
nant of policy. 

We have seen that there are three distinct, though not mutually exclusive, 
possible incidence results when a tax is imposed. It may be shifted forward 
from seller to buyer in the form of an increased price. Capitalization does 
not enter into forward shifting because when the seller disposes of title to 
the thing sold he retains no future tax liability related to it. The tax may 
be shifted backward from buyer to seller in the form of a decreased price. 
When purchase involves non-durable goods or services the amount of the 
single tax payment establishes the maximum amount to be shifted. If a du- 

® When the tax is so general as to apply to all incomes, investment or otherwise, the 
total effect may be to lower generally the rates at which individuals are willing to 
invest. For if all income is subject to the same rate of taxation, given the propensity to 
save, the effect will be to generate a general willingness to invest at lower return after 
taxes. Considerable saving does occur regardless of the income available from invest- 
ments. Given savings, there is little choice under general taxation as to whether one 
purchases securities whose income is taxed. Thus, the long-run effect will probably be 
a lower required rate of return to bring forth investment. If such occurs, prices of in- 
vestment securities may not permanently fall in spite of tax capitalization, prices being 
supported by a lower effective rate of return. 

to Also exemption of the bonds themselves from property taxes. 
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table item is purchased the amount which the buyer attempts to shift back- 
ward is the capitalized value of future tax obligations related to ownership 
of the item. The person upon whom the tax originally falls will attempt to 
shift it either forward or backward. He can do neither if there is no price 
which can be used as a vehicle for shifting the tax, and the incidence will 
be upon him. If vehicles exist for either forward or backward shifting, he 
will foUow the path of least resistance, which will be measured in terms of 
all the foreseeable effects upon him which shifting in either direction would 
set in motion. Obviously, then, some taxes are not shifted at all, some are 
shifted forward, some backward, and in the cases of some the incidence is 
divided. The state of the market will, in the short run, be the important de- 
terminant of the degree and direction of shifting. We proceed in the next 
section to a consideration of the sMftability of general categories of taxes. 

GENERAL CATEGORIES OF TAXES: ANALYSIS OF 
SHIFTING AND INCIDENCE 

We have seen that taxes can be shifted, either forward or backward, only 
through a change in price. Some part of the tax thus becomes either an ad- 
dition to price (forward shifting) or a deduction from price (backward shift- 
ing), and taxes thus take their place alongside other price determinants in 
the market. It is therefore necessary to analyze the process of price determina- 
tion if we wish to draw conclusions as to the shiftability of particular taxes. 

We shall not, however, analyze the incidence of specific tax measures in 
this chapter. We shall be interested here in determining the incidence of gen- 
eral categories of taxes, and in later discussions of particular tax measures 
we shall fit the tax under discussion into the categories analyzed here. We 
distinguish the following categories of taxes in our present analysis: 

1. Taxes imposed on net income. 

2. Taxes imposed on property. 

3. Taxes imposed on production or sale of goods. 

1. TAXES IMPOSED ON NET INCOME. A tax imposed on business net 
income is typically not shifted. This is demonstrable in terms of the market 
factors which give rise to business net income. Evidently the magnitude of 
net income to a firm is a function of both gross income and of total cost. 
The firm’s decision as to the optimum price-quantity combination of sales 
will be made with a view to maximizing the spread between gross income 
and total cost. In making this decision, however, it is recognized that the price 
which the market will pay for each unit of varying quantities of product is 
not subject (at least in the short run) to control by the firm. The market 
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demand schedule facing the individual firm is accepted as a fact, and the 
firm’s choice lies in the offering of a greater or lesser quantity for sale. Like- 
wise, many of the elements of cost involved in the production of more or 
less goods for sale are determined externally; i.e., the firm must pay going 
rates of wages and interest and going prices for its materials. But given these 
unit costs, the firm may choose what quantity it will produce for sale. We 
conclude, therefore, that given the market demand, existing prices of the 
factors of production, and the technical processes existent, the firm’s choice is 
one as to the quantity of sales which will maximize its net income. To de- 
termine that optimum quantity it is necessary to know how the relation be- 
tween gross income and total cost behaves under conditions of varymg size 
of output. 

The typical market condition is that in which the firm’s product is more 
or less specialized, or “differentiated” in the minds of buyers from the prod- 
ucts of competing firms. Although there is more or less possibility of sub- 
stitution of A’s product for B’s, the product of each has some characteristics 
distinguishing it from the other. The significance of this is that if A raises 
his price he will not lose all of his sales to B and other sellers, while if he 
lowers his price he will not attract all of the customers of B and others. 
A can sell more units at a lower price, but not infinitely more. This means 
that the demand curve facing the individual seller slopes downward from 
left to right. The firm is then selling under conditions which economists call 
“imperfect competition.” If an increase in price results in little defection 
of his customers to other sellers, he is in a position approaching pure mo- 
nopoly. If an increase in price results in major transfer of customers to 
other sellers, his position approaches pure competition. Thus, the more 
monopolistic the position of the firm, other things equal, the steeper the 
downward slope of the demand facing it. 

From the firm’s knowledge (estimate) of what the market will pay for 
varying quantities of its product, it is possible to calculate the marginal 
revenue, or the amount which an added increment of sales will contribute 
to increase the total receipts. Marginal revenue is thus determined from de- 
mand, If a larger quantity can be sold only at a lower price per unit, marginal 
revenue shows whether at any point an increase in quantity sold will in- 
crease gross income, and by how much. If 1000 units can be sold for one 
dollar each, while 1100 units can be sold for $0.95 each, gross income in 
the first case will be $1000 and in the second $1045. The addition to the 
total income from sale of 1100 units rather than 1000 units is thus $45, and 
marginal revenue is $45 (when increments are measured in doses of 100 
units). 

The special case of “pure competition” will be considered later in this chapter. 
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But although marginal revenue tells the firm what quantity of output will 
maximize its gross income, marginal revenue alone cannot teU what quantity 
will maximize net income. For cost, the other detenninant of net income, 
must be brought in. And for our present purposes cost can usefully be meas- 
ured only in the marginal sense. By definition the fixed costs of a firm are at 
any given time independent of the quantity of output; the variable costs do 
vary with quantity of output. And if variable costs are measured marginally 
we get a picture of the additions to total cost of production resulting from 
an increment to output. 

The firm which is choosing its optimum output (to maximize net income) 
will use the relations between marginal revenue and marginal eost. If by sale 
of an additional quantity the addition to total revenue is greater than the 
addition to total cost, net income will be increased. On the other hand, if 
the addition to total cost is greater than the addition to total revenue, sale 
of an additional quantity will reduce net income. Thus, given the conditions 
of demand and cost facmg the seller, net income is maximized at that quantity 
of output where marginal revenue and marginal cost are equal. Let us set 
up a simple numerical example for a firm showing the variables which we 
have been discussing. 

It will be seen from Table 25 that, if the firm produces 300 units instead 
of 200, the addition to total revenue will be $6 per unit or $600 for the in- 
crement of 100 units, while the addition to total cost will be $1.33 per unit 
or $133 for the incremental block of 100 units. 

TABLE 25 MARGINAL REVENUE AND MARGINAL COST OF A 
HYPOTHETICAL FIRM 


1 

2 

3 

4 

5 

6 


DEMAND 


MARGINAL 

MARGINAL 


QUANTITY 

PRICE 

TOTAL 

, REVENUE PER 

REVENUE 

MARGINAL 

OF OUTPUT 

PER UNIT 

REVENUE 

100 UNITS “ 

PER UNIT 

COST 

100 

$10 

$1000 

$1000 

$10 


200 

9 

1800 

800 

8 

$1.00 

300 

8 

2400 

600 

6 

1.33 

400 

7 

2800 

400 

4 

1.67 

500 

6 

3000 

200 

2 

2.00 

600 

5 

3000 

0 

0 

2.33 

700 

4 

2800 

—200 

—2 

2.67 

800 

3 

2400 

—400 

—4 

3.00 

900 

2 

1800 

—600 

—6 

3.33 

1000 

1 

1000 

—800 

—8 

3.67 


» On the basis of a marginal increment of 100 units, 
b Average unit marginal revenue for increments of 100 units. 

The firm will thus receive a higher net income (by $467) by selling 300 
rather than 200 units. At an output of 500 units we find that production of 
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the last 100 units has made the same contribution to total revenue as to 
total cost, and production beyond 500 units will add more to total cost than 
to total revenue. 

When the data of Table 25 arc plotted on a diagram we see the same 
picture in a form which may lend itself to clearer view of the calculation. 
The point at which marginal revenue and marginal cost are equal indicates 



FIGURE 4 THE FIRM UNDER IMPERFECT COMPETITION 12 

the quantity at which the seller maximizes his net income. Any unit of a 
quantity less than 500 units will, if sold, contribute more to gross income 
than to total cost, and thus contribute something to net income. Any unit 
in excess of 500 will add more to total cost than to gross income, and thus 
reduce net income below its maximum. We conclude, therefore, that this firm 
will maximize its net income by selling 500 units at a price of $6.00 per unit. 

We have not mentioned the magnitude of total costs, which will of course 
be an important determinant of the magnitude of net income. The reason is 
that, no matter how great the fixed costs (which are not included in the 
marginal measurement of cost), the firm should sell 500 units. If fixed costs 
are so great that average total cost per unit is higher than the price, it is 
evident that a net loss will be incurred. Even so, that net loss is minimized 
at sales of 500 units at $6 per unit, for any unit less than 500 will add more 
to total income than to total cost and any unit over 500 will add more to 
total cost than to total revenue. 

We shall return to the analysis of price under imperfect competition 
as summarized in the previous paragraphs as we proceed with discussion of 
tax incidence. But what about the incidence of a tax on net income, with 


12 Plotted from Columns 1, 2, 5, and 6 of Table 25. 
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which this section is principally concerned? It is well to keep in mind two 
fads concerning the net income tax. The first is that the tax is payable only 
when there is net income, and the amount of the tax is proportional to or 
progressive with the size of net income. The second is that some part of ad- 
ditional net income received is always retained after taxes. Thus,- there is 
always more net income remaming after taxes from a larger than from a 
smaller income before taxes. With these facts in view we raise the question 
whether the firm subject to tax will be encouraged to sell a smaller quantity 
than that indicated by the intersection of marginal revenue and marginal 
cost in order to obtain a higher price. If it does so, it lowers net income be- 
fore taxes, pays lower taxes, and has less income remaining after taxes. 
Clearly, then, the true net income position of the firm is made worse if it 
reduces its quantity sold, and there is not good reason to expect either price 
or quantity to change after the tax is imposed.^® 

When there is a respectable degree of competition among sellers in the 
market it is reasonable to assume that some sellers are selling at prices close 
to their higher costs, and are making very small profit. Such firms pay only 
very low if any net income taxes. An attempt by more profitable firms to 
shift the income tax forward in the form of increased prices for their brands 
would encourage a transfer of buyers from their brands to those of the less 
profitable firms which make no effort to raise their prices. The consequence 
to the formerly prosperous firms may well be a major reduction in quantity 
sold, which means a major reduction in net income. How serious this result 
will be depends upon the elasticity of demand, which is partly a function of 
the degree of competition. The existence of marginal firms is thus an added 
obstruction to price increases, though the central point is still that the firm 
is interested in the magnitude of its net income after taxes and not in the 
height of its price.^^ 

How broadly the tax is applied may have some long-run effect upon its 

13 There may be instances where income is so large that progressive rates are already 
high on the last units of income, and the firm is not encouraged to take on added pro- 
duction. In such a case the income remaining from additional production is not, after 
taxes, sufficient to justify the effort required to increase production. Cases have been 
cited where motion picture actors have refused to make an additional picture for this 
reason. Such a case is a special one, however, of a single buyer and a single seller, and 
applies (if at all) in the infrequent very high income brackets. And in the last analysis 
is it not a clear admission that the income tax cannot be shifted? Else why should not 
the additional picture be undertaken at a fee to the actor which will leave him adequate 
remuneration after taxes? 

We mention in passing the bare possibility that tax pressure on income remaining 
may encourage the firm actually to move its quantity sold back to the intersection of 
marginal revenue and marginal cost. But this assumes that the knowledge of its market 
and its costs is sharpened by the tax, or that maximum net income was not previously 
its objective. 
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shiftability. The breadth of applicability has two aspects: (1) the breadth 
of geographical area covered by the tax, and (2) the extent to which incomes 
of whatever source are subject to taxation. If the tax were narrowly applied 
(in either sense), the long-run possibility of shifting would be increased, 
although in the short run the tax would not be shifted. For if the non-shiftable 
income tax is applied only to some incomes (those within a state or those 
within an industry) there is opportunity for more profitable use of the factors 
of production in other localities or in other lines of production. A gradual 
shift from the production of taxed incomes to the production of untaxed 
incomes would (other things equal), by concentrating market demand upon 
the products of fewer taxed competitors, increase the demand for their prod- 
ucts, and thus probably create higher prices. Thus, for the remaining firms, 
long-run forward shifting of some part of the tax may occur. However, this 
takes time, and taxes (particularly those temporarily of limited application) 
are but one of the changing variables in the profitability of enterprises. For 
this reason even long-run shifting of net mcome taxes is unlikely. 

Our treatment has so far run in terms of monopolistic competition. To 
complete the picture we may consider the incidence of a net income tax on 
the assumption that the firm operates in a purely competitive market. By 
pure competition wc imply that the firm offers for sale a product which is 



FIGURE 5 THE INDUSTRY UNDER PURE COMPETITION 

wholly undifferentiated from those of other fimis — i.e., there is nothing to 
attach a buyer to A’s product rather than to that of B, and that there are' 
so many firms selling this undifferentiated product that no one of them by 
individual action can measurably affect the whole market supply. Clearly the 
condition of pure competition is an imlikely one in real life. But under such 
conditions the market price would be established at the intersection of market 
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demand and market supply, as shown in Figure 5. The price P ($5) “clears 
the market” — i.e., the quantity which all sellers taken together will offer at 
that price is identical with the quantity which buyers will take at that price. 
Any attempt of a seller to sell at a higher price would find no takers, since 
his product is not preferred to that of any other seller, and no seller will at- 
tempt to sell at a lower price because he can get $5 for every unit of his 
production. 

How, then, does this situation appear to the individual seller under pure 
competition who is anxious to maximize net income? The market sets the 
price, and his only choice concerns the quantity of his output to be offered 
at that price. Thus, the demand facing the individual seller is a horizontal 
Ime (see Figure 6) at the level of $5 per unit. Since the individual seller is so 



Quantity 


FIGURE 6 THE FIRM UNDER PURE COMPETITION 

insignificant to the market, no artificial restriction of his output can raise 
the demand price and no possible expansion of his output can lower it. DD' 
in Figure 6 is not only the demand facing the individual seller; it is also 
the curve of his marginal revenue, for each additional unit sold at a price 
of $5 will add that much to his gross income. MC is the firm’s marginal 
cost. For any quantity less than 500 units, the contribution to gross income 
of any unit is greater than its contribution to total cost. For any quantity 
greater than 500 units, the contribution of the marginal unit to cost is greater 
than that to gross income. Therefore the quantity of 500 units at a price of 
$5 per unit will maximize the firm’s net income (or minimize net loss). 

We may thus draw the same conclusion with respect to the incidence of 
net income tax under pure competition as we drew concerning tlie more 
typical case of monopolistic competition. The tax changes neither marginal 
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revenue nor marginal cost, and therefore changes neither price nor quantity. 
The tax is therefore not shifted. But what of the long-run effects of this in- 
cidence? Will not those firms which, because of the incidence, are reduced to 
negligible net income after taxes withdraw from the market, thus decreas- 
ing total market supply and raising price? The answer must be in the nega- 
tive if the income tax is general, for nothing is to be gained by diverting the 
factors of production into other lines of production. Certainly the tax docs 
not make other lines of production more remunerative than before. And 
further, the amount of the unshifted tax varies directly with the size of net 
income; the less profitable the firm before taxes, the smaller the tax, and 
marginal firms (making no profit) pay no net income tax. 

By way of general conclusion, since the objective of the business will be 
to maximize net income after taxes, and since the factors determining opti- 
mum output (marginal revenue and marginal cost) do not change with the 
application of a net income tax, the incidence of the tax is upon the income 
receiver. Forward shifting through higher price could occur only with a rise 
in demand or a rise in marginal cost. There is no reason to expect that either 
would occur because of the tax. If the tax were shifted backward to the fac- 
tors of production, a lowering of marginal cost would presumably occur, 
increasing optimum quantity of sales and lowering market price. Shifting of 
the tax would then occur, as net income after taxes would be greater than 
it would have been if no attempt at backward shifting had been made. But 
what reason have we to expect that an attempt at backward shifting would 
be successful? If the factors could have been obtained at lower prices previous 
to the tax, why were they not so obtained? We must conclude that the tax 
confers no power upon the employer to hire factors at lower prices. We 
adopt, therefore, the commonly held conclusion that taxes imposed on net 
income are not shiftable.^® 

We turn next to an analysis of the mcidence of a tax imposed upon personal 
net income. If personal net income is received in the form of profits, interest, 
rents, or royalties, such income is clearly of the business variety, and the 
tax cannot be shifted for reasons already stated. If personal income is re- 
eeived as salary or wages, it results from the sale of service to an employer. 
We shall search in vain for opportunities to shift such a tax to the employer 
in the form of higher salary or wages, unless the tax is of limited applicability 

i'’ Not infrequently it is stated or implied that, while a tax on individual net income 
is not shifted, a tax on the net income of a corporation is shifted to shareholders. This 
latter is not shifting at all. A dividend is not a price, but a distribution of income to 
those entitled to it. If the incidence of the tax is upon the corporation, it is ipso facto 
upon the owners of the corporation. Their income from corporate ownership is less than 
it would have been because their corporation could not shift the tax. 
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and workers are encouraged by the tax to seek employment in an untaxed 
area.i® The productivity of the worker is in no wise increased by imposition 
of the tax, and thus the employer’s ability to pay is not improved. And the 
low-income, tax-free income receiver will usually be found ready to move 
up the scale into a taxed income bracket, since his net income even after taxes 
would thus be improved. This competitive role is analogous to the role of 
the marginal producer in strengthening resistance to forward shifting of the 
business net income tax. It encourages the taxed person to refrain from at- 
tempts to shift the tax. We are forced to conclude, therefore, that personal 
income taxes have their incidence upon the income receiver, and that as a 
general rule such taxes are not shifted. 

SEE END OF CHAPTER 14 FOR RECOMMENDED READINGS 

10 Such a migration of workers could conceivably create a shortage in the taxed area 
which would result in higher salaries and wages, thus shifting the tax to employers. 
Under modern circumstances, however, no such significant shift is likely, for the follow- 
ing reasons: (1) the existing combination of circumstances which cause high labor irn- 
mobility, (2) the fact that such migration would tend to reduce salaries and wages in 
the untaxed area, and (3) the discouragement to migration inherent in the fact that an 
untaxed area may not remain so. 



CHAPTER 14 TAX INCIDENCE AND 

OTHER EFFECTS (continued) 


GENERAL CATEGORIES OF TAXES: ANALYSIS OF 
SHIFTING AND INCIDENCE (continued) 

2. TAXES IMPOSED ON THE OWNERSHIP OF PROPERTY. In dis- 
cussing the incidence of this broad category of taxes we are confronted by a 
multiplicity of tax measures and taxed objects. We here use the term “prop- 
erty” in a somewhat inappropriate manner to include both wealth (things) 
and indications of property rights to things (securities).^ The justification for 
this use lies in its similarity in meaning to that commonly ascribed to it in 
property taxation. For purposes of our analysis, however, it is necessary to 
distinguish property used in production from property used for consumption. 
The former, since it is used to produce goods for sale, offers possible op- 
portunities for forward shifting in the form of higher prices for those prod- 
ucts. The latter offers no such opportunities. 

Suppose a tax is imposed upon the owner of property used by him for 
purposes of consumption — e.g., a house, residential land, an automobile, or 
jewelry. There is obviously no available price vehicle for forward shiftmg. 
But real possibilities do exist for backward shifting at time of purchase. The 
examples which we have cited are all durable consumers’ goods, and we may 
expect capitalization of the tax to occur. For the maximum price which the 
buyer will pay must be determined by capitalizing a money valuation of ex- 
pected net utility to be derived yearly, and in the calculation of net utility 
the tax must be deducted.^ The price paid for the good thus is less than it 
would have been if no tax existed, unless through ignorance or lack of 
foresight the buyer neglects to anticipate taxes. 

1 It should be evident that taxation of property rights to wealth in addition to taxation 
of the wealth itself constitutes double taxation of the same stream of income. 

3 The calculation of the net utility to be derived from home ownership, for example, 
would typically begin with annual cost if the house were to be rented instead of pur- 
chased. The rent to be paid would constitute the yardstick; ownership would be preferred 
if annual cost including interest on investment, depreciation, repairs, and taxes were less 
than annual rental payments. The utility to the individual of home ownership per se 
might well justify higher annual cost. This consideration obviously affects the compara- 
bility of utilities to be derived from a rented as distinct from a purchased home. 

Vi 
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It is important to emphasize that capitalization reduces the oSered price 
below what it would have been and not necessarily below what it was. In a 
period of real estate inflation the payment of excessive prices does not mean 
that taxes are not capitalized. The money measurement of net utility to be 
derived from home ownership is high. Thus “net income” is given a high 
valuation and the offered price is high. But the price offered would be higher 
if there were no taxes on residential real estate, since net utilities would 
then be higher. It should be evident that taxes represent only one item in 
price determination; values may and frequently do change as the result of 
tax changes, but the most marked fluctuations in values are generally due to 
other causes. 

Tax capitalization involves the backward shifting not only of current taxes 
but of anticipated future taxes as well. If tax anticipations are incorrect, there 
is no later vehicle available for redress. Thus if anticipations materialize, 
capitalization at the time of purchase shifts the tax for aU time to the seller, 
and we have the curious consequence of the incidence of future taxes being 
upon a past owner. If future taxes are less than anticipated at the time of 
capitalization, there is net gain to the present owner at the expense of the 
previous owner. If future taxes turn out to be greater than anticipated at the 
time of capitalization, the incidence of the unforeseen taxes is upon the cur- 
rent owner, and will remain upon him through capitalization if he sells the 
property. 

A property tax imposed upon the value of a bond, note, or mortgage will 
typically be shifted backward to the extent of the foreseeable tax. The lender 
of capital will determine his terms of lending on the basis of some tax ex- 
pectation. If the tax as estimated for the future were 2 per cent on par value, 
and the lender were willing to lend at a rate giving him a net return of 4 per 
cent, the gross rate at which he would be willing to lend would be 6 per cent. 
Future taxes on his bond, note, or mortgage to the extent of 2 per cent an- 
nually will then be borne by the borrower,® and any new and unanticipated 
taxes will be borne by the current holder of the taxed security. This sug- 

3 We reiterate that if such taxes are general, so that all such investments are taxed 
equally, the tendency may be for interest rates to fall. That is, to the extent that the 
quantity of saving is independent of the interest return on investment, market interest 
rates will fall. Thus, the lender referred to above might be willing to lend at 3% net 
because of an absence of net 4% investment opportunities. The gross rate at which he 
would lend would then fall to 5% . But this is not an equal division of incidence between 
borrower and lender; the capitalized tax is still shifted. Furthermore, it seems wise to 
consider this as backward shifting, even though the lender might be considered a seller 
and the borrower a buyer. On the other hand, it is perfectly reasonable to consider the 
borrower a seller of a note, bond, or mortgage, which is the thing taxed. Since resale 
of his securities by the original lender results in backward shifting, it is simpler to con- 
sider the original transaction to involve backward shifting. 
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gests that property taxation of a residence and of the mortgage on the resi- 
dence is one of the worst forms of double taxation. The residence owner 
pays a tax upon the land and building, and its incidence is upon him unless 
the residence was purchased and the tax capitalized at that time. The holder 
of his mortgage is also taxed, but the second tax is shifted backward to the 
owner of the residence also. Thus, because of backward shifting it is simply 
not true, as many states suppose, that ownership of bonds, notes, and mort- 
gages constitutes an ability to pay which can be reached by taxation of in- 
tangible property. 

Perhaps it is appropriate at this time to remind the reader that we are 
talking about the incidence of a tax (where the burden of its payment finally 
rests) and not about the whole range of tax effects. Avoidance of a tax is 
quite different from its shifting, for in the case of avoidance no tax is paid 
and no incidence results. Tax literature is replete with discussions of long- 
run “incidence” of property taxes which is not incidence at all as we have 
used the term. Suppose that a tax is levied upon the owners of houses. The 
incidence of this tax is upon them if there is no forward shifting (i.e., the 
owner lives in his own house). A long-run effect of this fact of incidence 
may be that investment of capital in houses is discouraged, that fewer new 
houses are built and those built represent a smaller investment. There may 
thus occur a diversion of capital to other lines, quite possibly (under static 
assumptions) reducing the marginal product of capital in other lines. And 
this will reduce the productivity of capital previously invested in those lines. 
Does this mean that the incidence of a tax on dwellmg houses is, in the long 
run, partially upon capital invested in manufacturing? The effect is, of course, 
important, but it goes beyond the problem of incidence as the term is here 
used, for it occurs thi'ough avoidance of the tax on dwellings; a potential 
dwellings tax not paid because the dwellmg was not built can have no in- 
cidence.^ 

We have seen that taxes on property used for consumption purposes can 
be shifted only backward. Any tax not so shifted at the time of purchase of 
the property has its incidence upon the current owner. When property is 
used for purposes of production, an avenue for forward shifting is present. 

4 xhe writer hastens to ward off the charge that this is dismissal of a difficult problem 
by too rigorous definition. But strict adherence to definition is necessary if we are to 
keep our bearings. Obviously there are many effects (and important ones) which re- 
Slut from taxes or the threat of taxes. And shifts in investment represent one class of 
such effects. The avoidance of tax-encouragement to such shifts is possible by uniform 
treatment of wealth in whatever field invested. This means taxation of all wealth or 
none, which is difficult in view of state boundaries. But in the confused welter of tax 
effects we shall be fortunate if we can trace out the cause and effect lines within the 
narrow bounds of incidence as here used. 
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The goods and services flowing from taxed productive wealth are sold at 
prices which can frequently serve as the vehicle for forward shifting. 

Taxes on the property of a producing enterprise are generally in the nature 
of a flxed cost of production. Property taxes on land, buildings, and fixed 
equipment are clearly additions to fixed cost, although taxes on inventories 
of raw materials, partly finished, and finished goods contam elements of vari- 
able cost. By and large, however, property taxes imposed upon business con- 
cerns are so overwhelmingly of the fixed cost variety that we are justified in 
analyzing their shiftability in that light. 

If the firm is one producing under monopolistic competition, with more 
or less differentiation of its branded product from those of other producers, 
the problem is again that of determining the optimum quantity of output to 
maximize net income after taxes. Recalling our discussion in Chapter 13 we 
are forced to the conclusion that under imperfect competition a tax which 
adds to fixed cost is not shifted forward, for no change in price or quantity 
sold will occur. 

This is true because no change occurs in the demand schedule (and there- 
fore in marginal revenue), and no change occurs in marginal cost. This latter 
fact we shall elaborate more fully, since we have given little attention so far 
to the analysis of cost. We must distinguish types of cost from measures of 
cost. There are two types of cost: fixed and variable. The former remain 
fixed in total amount with variation in output within the existing capacity of 
the plant; the latter vary with output. There are likewise two measures of 
cost per unit of output: average and marginal. Average unit cost is the total 
cost for a quantity of output divided by the number of units in that quantity. 
We may have average fixed cost per unit, average variable cost per unit, and 
average total unit cost (total cost being the sum of fixed and variable costs) . 
Marginal cost is the actual additional cost incurred in the production or sale 
of an additional unit. 

Since marginal cost is an important determinant of optimum quantity, we 
shall analyze it further. If the first unit is the marginal unit — i.e., if we wish 
to measure the additional cost incurred in producing one unit rather than no 
units — the marginal cost is the sum of all fixed costs and the variable costs 
of producing the one unit. But after the first unit, additional output will add 
to total cost of production only the variable costs incurred. It is important 
for our analysis to note that after the first unit produced, marginal costs in- 
clude no fixed costs at all. This being the case, a tax which increases fixed 
costs will not change marginal costs (after the first unit) . Thus, we see that 
such a tax, since it changes neither marginal cost nor marginal revenue, does 
not change the quantity sold or the price at which it is sold, and the tax is 
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not shifted forward. The results of such a tax are shown in Figure 7. Since 
the tax affects neither marginal revenue nor marginal cost, the tax is not 
shifted forward, and the quantity sold (500 units) and the price per unit 
($6.00) remain as before the tax. However, since the incidence of the tax 
is upon the seller, the result will be a decrease of his net income. The curve 



FIGURE 7 TAX AS FIXED COST (IMPERFECT COMPETITION) 

ATUCi is the curve of average total unit cost before the tax. That is, it 
measures by simple arithmetic the average per unit of the combined fixed 
and variable costs. Since CE measures average total unit cost, then CE times 
500 (the area CEOB) will give total costs of producing the quantity of 500 
units. ATUC 2 is the curve of average total unit cost after the tax, and C'E 
measures the average total unit cost of producing 500 units after the tax is 
imposed. The area C'EOB' represents the total cost of production including 
the tax, and the area CC'B'B represents the amount by which net income 
has been reduced by payment of the tax. 

The reader can apply the analysis developed in Chapter 13 to the inci- 
dence of a tax which increases fixed costs under conditions of pure compe- 
tition. In the short run, the tax cannot be shifted, for it changes neither de- 
mand nor marginal cost, and thus neither price nor quantity sold. In the 
longer run, however, the tax addition to fixed costs will make formerly mar- 
ginal firms submarginal; i.e., will produce net losses to those firms which 
were formerly just breaking even. The consequence would normally be a 
diversion of productive factors from those firms into other lines, reducing 
market supply and raising price. Thus, in the long run, some forward shifting 
may occur. 
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But what about backward shifting of taxes which increase fixed costs? 
Clearly capitahzation can take place, as the firm which purchases capital 
goods will calculate the property tax as a cost of production. How com- 
pletely the tax can be shifted backward by capitalization depends, of course, 
upon the resistance of the purchaser of the capital good to absorption of the 
tax as compared to the resistance of the seller to backward shifting. And 
this is a function of the elasticity of demand of the buyer as compared with 
the elasticity of supply of the seller. It is safe to assume that some capitali- 
zation does typically occur, more when the supply of the seller of the capital 
good is relatively inelastic and its net-income-producing potentialities to the 
buyer are low, and less when the opposite conditions obtain. 

Our general conclusion is that taxes in the nature of fixed costs of pro- 
duction are not shifted forward under conditions of monopolistic competi- 
tion.® If pure competition were to prevail, the same conclusion is valid for 
the short run, though in the longer run the demise of some firms will quite 
likely make possible some foi-ward shifting by the firms remaming. On the 
other hand, some backward shifting will occur, by capitalization of the tax 
at the time of purchase of durable (fixed) capital instruments. The extent 
of backward shifting will vary in individual cases, depending upon the re- 
sistance of the seller as compared to that of the buyer. These relative powers 
of resistance to incidence will depend upon the comparative elasticities of in- 
dividual demand and individual supply. 

3. TAXES IMPOSED ON PRODUCTION OR SALE OF GOODS. We 
deal in this section with the incidence of those taxes which are imposed di- 
rectly upon production or sales. All such taxes are considered by the pro- 
ducer or seller as a cost of production, but the degree of shiftability will vary 
with the type of cost upon which the original impact of the tax is felt, and, 
as always, with degrees of pressure for and resistance to shifting, which vary 
with local and temporary market conditions. We distinguish three types of 
cost impact, determined by the nature of the tax measure: 

1. Taxes which are fixed in total amount, and thus become added fixed 
cost. 

® We have chosen to assume that there is little if any long-run reduction in the num- 
ber of firms competing under conditions of monopolistic competition. That is, firms gen- 
erally are receiving more or less monopoly profits prior to imposition of the tax. The 
significance of this assumption is that imposition of the tax, though it reduces monopoly 
profits, does not so markedly reduce them as to drive firms from the market. Thus, 
under our assumption there is no long-run increase in demand facing any firm. If we as- 
sume that there are marginal firms (just breaking even) prior to the tax, its imposition 
will, in the long run, drive them from the market and increase demand facing remaining 
firms. In such circumstances there would be long-run forward shifting, for the same 
reasons that there will be long-run forward shifting under pure competition. 
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2. Taxes whose total amount varies with the quantity of production or 
sale, but are constant additions to variable cost per unit. 

3. Taxes whose total amount varies with the quantity of production or 
sale, but are varying additions to variable cost per unit. 

In the first category we include fixed-amount taxes such as property taxes 
or taxes of a fixed amount upon the privilege of doing business. Included in 
the second category are taxes of a fiixed amount per unit of output or sale, 
such as specific import duties ie.g., 420 per bushel of wheat) or specific ex- 
cises (e.g., 80 per package of twenty cigarettes). The third category embraces 
those ad valorem duties or excises of which perhaps the most common ex- 
ample is a “2% retail sales tax.” 

We have analyzed the incidence of taxes of the first type in preceding 
paragraphs. If shifted at all in the short run they are shifted backward through 
capitalization, though in the long run, particularly under conditions of pure 
competition, there may be some forward shifting resulting from the disap- 
pearance of marginal firms. Our earlier analysis proceeded in terms of a 
fixed property tax, which is the most common example of such a tax. How- 
ever, certain business taxes are of the fixed sum variety and most fees and 
licenses are of this type. 

Taxes of the second category are generally shiftable forward. For marginal 
cost is increased by a constant amount throughout the whole schedule, cre- 



FiGUEE 8 TAX AS CONSTANT ADDITION TO VARIABLE COSTS 
(IMPERFECT COMPETITION) 

ating a new intersection of marginal revenue and marginal cost, and thus a 
new price and quantity. Since we are considering those taxes which make 
a constant addition to variable cost (whether measured as an average or 
marginally), the marginal cost curve including the tax will be higher and 
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parallel to the curve before the tax. The incidence of such a tax is indicated 
in Figure 8. Again we treat the typical case of imperfect competition. The 
tax is assumed to be one dollar per unit, and this amount is added to former 
marginal cost (MCi) to create a new curve of marginal cost including the 
tax (MCo). A new intersection of marginal revenue and marginal cost in- 
cluding tax is seen to result, with the consequence that a smaller quantity 
(ca. 457 units) and a higher price P 2 ($6.43) will now give maximum net 
income to the firm. But Pa is not higher than Pi by the whole amount of the 
tax; the rise in price is seen to be slightly less than half of the tax per unit. 
The remainder of the incidence will be upon the seller, although his marginal 
costs will have fallen slightly through reduction in quantity. As quantity has 
been reduced, total costs have been reduced, and some disemployment of 
the factors of production has occurred. But we cannot say that the factors 
have borne a part of the incidence, since the lowered cost per unit is the 
result of internal economies in the firm. That is, the factors are still paid 
going rates of remuneration, and cost of production of the marginal units is 
lower because of more economical combination of variable with fixed factors 
of production in the firm. The incidence is divided between buyers and sellers, 
though there are incidental (and economically important) effects upon the 
factors of production. It will be apparent that the steeper the slope of the 
demand curve for the product (the less elasticity of demand) the larger the 
share of the tax that can be shifted forward and the smaller the share that 
must be borne by the seller.® 

Turning now to the case of a tax of fixed amount per unit of product 
under conditions of pure competition, we see (Figure 9) that supply for 
the market as a whole is decreased, cost of production per unit having been 
increased by the fixed amount of $1 per unit because of the specific tax. 
Demand remaining constant, the price increases from Pi to P 2 , while quan- 
tity sold is reduced. By calculation we find that the market price increases 
from $5 per unit to $5.55. The demand line for the individual seller (Figure 
10) thus rises to the level of $5.55 per unit. The intersection with demand 
of the firm’s new marginal cost curve, which is raised by the tax of one dol- 
lar per unit, is at P 2 . The price will rise by 55^ per unit, and the firm will 
sell 440 units instead of the original 500 sold before the tax was imposed. 

0 In this analysis we have chosen to consider the tax as an addition to cost. Exactly 
the same results would be attained if we were to assume that the tax reduced net de- 
mand prices by one dollar per unit, and thus marginal revenue by the same amount. The 
technique used is a matter of personal preference; it seems more real to consider a tax 
whose first impact is upon the producer or seller as another of his various elements of 
cost of production, the demand schedule being an objective and external thing to hun. 
There seems no better reason to consider the tax as affecting the netness of demand 
prices and not as additions to cost than to treat wages (for example) in the same manner. 
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It is to be noted, however, that although the rise in price (55(i) is less than 
the amount of the tax per unit ($1), this higher price exactly covers mar- 
ginal cost including the whole tax, and thus explains why 440 units will be 
sold and not more or less. Nevertheless the amount of tax paid to govern- 
ment on 440 units is $440, while buyers pay $242 more ($.55 X 440) for 
440 units than they would have if no tax were imposed. We thus conclude 



FIGURE 9 TAX AS CONSTANT ADDITION TO COST; 
THE INDUSTRY UNDER PURE COMPETITION 



FIGURE 10 TAX AS CONSTANT ADDITION TO COST; THE FIRM 
UNDER PURE COMPETITION 


that incidence is divided between buyers and sellers, the former paying a 
higher price and the latter having less net income remaining after taxes. We 
must note that the seller’s decreased income is due partly to his assumption 
of a part of the incidence — i.e., profit per unit is less than it was before the 
tax — and partly to the decrease in quantity sold. Evidently if market de- 
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mand is less elastic a larger share of the tax wiU be shifted forward, while 
if it is more elastic a larger share of incidence is upon the seller. 

There remains for consideration the incidence of taxes which are addi- 
tions to variable costs, but are varying additions. We have suggested an ad 
valorem retail sales tax as a typical example of this sort. The amount of 
the tax varies with the price of the product, and since normally the larger 
the quantity sold the lower the price per unit, the larger the quantity sold 
the smaller the tax addition to marguial (variable) cost. 

Figure 11 is a variant of Figure 8, the only difference being that MC 2 in 
Figure 11 shows decreasuig tax additions to marginal cost, while MC 2 in 



FIGURE 11 TAX AS CHANGING ADDITION TO VARIABLE COST; 
IMPERFECT COMPETITION 

Figure 8 shows the tax to be a constant addition to marginal cost. Figure 1 1 
pictures our typical condition of imperfect competition. MC 2 is calculated 
on the assumption of a tax as 10 per cent of selling price; the data are shown 
in Table 26 below. 

TABLE 26 IMPERFECT COMPETITION: TAX = 10% OF SELLING PRICE 


QUANTITY 

SOLD 

DEMAND 

PRICE 

MARGINAL 

REVENUE 

MARGINAL COST 

PRIOR TO TAX 
(MCi) 

MARGINAL COST 

INCLUDING TAX 
(MCa) 

100 

200 

$10 

9 

$10 

8 

$1.00 

$1.90 

300 

8 

6 

1.33 

2.13 

400 

7 

4 

1.67 

2.37 

500 

6 

2 

2.00 

2.60 

600 

5 

0 

2.33 

2.83 

700 

4 

—2 

2.67 

3.07 

800 

3 

—4 

3.00 

3.30 

900 

2 

—6 

3.33 

3.53 

1000 

1 

—8 

3.67 

3.77 
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Determination of the incidence of this type of tax follows exactly the same 
analysis as was used in the case of a tax which is a constant addition to 
variable cost. The quantity sold after tax is less than before, and the price 
somewhat higher. But the price increase is something less than the amount 
of the tax, which pomts to the conclusion that the incidence is shared be- 
tween buyer and seller. Again, the less elastic the demand the greater the 
proportion of the tax shifted forward, while the greater the elasticity of de- 
mand the greater the proportion of incidence remaining with the seller. 

The reader can alter Figures 9 and 10 to represent taxes which are vary- 
ing additions to variable cost under conditions of pure competition. The 
conclusions are the same as we found in analysis of the incidence of a tax 
which is a constant addition to variable cost. The tax will, in the short run, 
be partially shifted forward and partially absorbed by the seller, the extent 
of each depending upon the elasticity of demand for the product. 

A tax on gross income of a firm ’ can be recognized as being of the type 
here discussed. As the typical demand slopes downward from left to right 
(larger quantities being taken only at lower prices), gross income normally 
increases less rapidly than does quantity sold. The tax calculated on a per 
unit of output basis is therefore in the nature of a decreasing addition to 
marginal cost as quantity of output increases. Thus, under imperfect or pure 
competition the tax is partly shifted forward and partly absorbed by the 
seller, the extent of each depending upon the elasticity of demand for the 
product. 

A gross income tax is the typical form of state taxation of regulated public 
utilities, and constitutes a special case. The fact of public utility price regu- 
lation admits that such highly monopolistic businesses are not allowed to 
exploit demand to the full extent. That is, regulation allows prices which 
normally provide something less than the maximum possible net income 
under current demand conditions. But since under regulation it is desired to 
provide adequate net income to the public utility, business taxes are an ele- 
ment of cost which are typically considered in establishing legal rates. In such 
a case the tax is completely shifted, the regulating authority allowing rates 

Gross income taxes actually occur largely in the field of state business taxation, 
where a net income tax might be preferred but is not feasible because it would impose 
a major revision of business accounting systems. If a tax is on net income, it assumes 
that firms determine net income by the same accounting procedures. Corporations do 
have cornparable accounting systems, partly because of the requirements of the federal 
corporation income tax, and net income moans the same thing to one corporation as it 
does to another. But miscellaneous unincorporated businesses follow varied accounting 
procedmes, and some follow none at all. In such a case it is infeasible either to take the 
firm’s figure of net income or to require all firms to adopt standard procedures. But 
since any business should know its gross income it is reasonably safe to take such a figure 
as the tax base. 
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higher than it would have allowed if there were no tax. Clearly this complete 
shifting occurs because of the special circumstances in which public utilities 
are restrained from maximizing net income. Unregulated business, which is 
presumably already maximizing net income, meets far more vigorous resist- 
ance to forward shifting. 

GENERALIZATIONS CONCERNING SHIFTING 
AND INCIDENCE 

V 

Whether or not a tax can be shifted will depend upon the strength of the 
defense which can be maintained against shifting. The strength of this defense 
is reflected in the elasticity of demand (forward shifting) or supply (back- 
ward shifting) . In the case of forward shifting, inelastic demand is an indica- 
tion of weakness of the defense. Since under inelastic demand increase in 
price would bring about little reduction in quantity sold, the consequences 
to the seller are relatively slight. If demand is relatively elastic, an increase 
in price will bring forth a major decline in quantity taken, and the conse- 
quences to the seller’s net income will be relatively high net income per unit 
but relatively low total volume of net income. Comparable statements may 
be made with respect to backward shifting. If the elasticity of supply is great, 
a lower price offered will greatly reduce the quantity offered, and the tax 
will less likely be shifted backward than if supply is inelastic. When a choice 
is to be made between backward and forward shifting, the direction in which 
the burden of the tax will be shifted will depend upon the comparative resist- 
ance in the two directions. When the resistance is vigorous in both directions, 
the point of least resistance may well be with the person upon whom the tax 
is first imposed, in which case it will not be shifted. 

The only categorical conclusion which we can draw is that the extent and 
direction of shifting depends upon the current situation in the market, and 
that therefore generalizations without qualifications as to the shiftability of 
particular taxes are dangerous. Nevertheless, in terms of the factors which 
contribute to the ability to resist shifting, and admitting of qualifications, the 
type of tax will be an important determining factor. Taxes on net income 
are rarely shifted forward, and for the same reasons rarely shifted backward. 
Taxes which represent additions to fixed costs are typically not shifted for- 
ward, except in the longer-run under the assumed conditions of pure com- 
petition. They may be shifted backward through capitalization when a 
vehicle for shifting is available; for example, a property tax may be shifted 
backward at the time of purchase of the property. Taxes which are a constant 
or varying addition to variable costs are in most cases partially shifted for- 
ward and partially borne by the seller originally taxed. 
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EXTERNAL INFLUENCES UPON TAX SHIFTING 

We have seen that the current condition of the market is an important 
determinant of the direction and extent of shifting. We have already indi- 
cated that the elasticities of demand and supply are the important factors 
to be considered. What we may call the internal or inherent determinants 
of demand include the level of incomes and desire for the particular prod- 
uct. But there are several external determinants as well. These are the result 
of public policy, of the type of tax law, of customary prices, and of limita- 
tions upon administrative authority. It may well be, for example, that the 
use of the tax proceeds will affect the resistance to shifting. The proceeds of 
the processing taxes under the Agricultural Adjustment Act were used to 
pay benefits to farmers for reducing output. They were cash benefits which 
helped to stiffen the resistance of farmers to sales at prices reduced by 
backward-shifted taxes. The more successful the crop-restriction program the 
greater this resistance, and thus the greater the encouragement to forward 
shifting. It has been claimed that the use of gasoline taxes for road improve- 
ment has weakened the resistance of the motorist against forward shifting 
of these taxes in increased prices. The matter must be handled with care, 
however. To the extent that the motorist was willing to assume the burden 
because of the promise of road improvement, his resistance to forward 
shifting was weakened. But to stale simply that gasoline prices have risen 
along with the tax and the improvement of roads is not to prove forward 
shifting. The phenomenal advance of the automobile and the highway would 
almost certainly have brought about an increase in gasoline prices without 
the tax. The real question is, therefore, how much gasoline prices would 
have risen if there had been no gasoline tax. If they would have risen to 
present levels without a tax, then the tax has not been shifted. The essential 
point is that in this case the imposition of a gasoline tax is only one of many 
possible reasons for an increase in the price of gasoline. Nevertheless, con- 
siderable forward shifting can be assmned to have occurred, and it is clearly 
possible for tax revenues to be spent in such a way as to reduce or to in- 
crease resistance to shifting.® Public policy such as that which supports wage 
rates or labor unionization can make more difficult backward shifting to 
labor of certain taxes on business. 

The type of tax law can have real effect upon the shiftability of a tax. 
For example, the advertising or posting of prices less tax assists in the for- 

® Obviously if tax revenues were returned by government to the original payers as 
a bonus for having paid the taxes, there would be little or no pressure to shift them in 
either direction. 
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ward shifting process. The unsophisticated buyer decides to buy on the basis 
of advertised or posted price, and does not frequently change his mind when 
the tax is added. Likewise, the collection of sales taxes at the cash register 
after parcels are wrapped helps to break down buyer resistance to forward 
shifting. The imposition of taxes upon some items while leaving substitutes 
untaxed strengtliens resistance to forward shifting of these taxes. 

The existence of customary prices in the market militates against forward 
shifting to the consumer. The custom of a five cent cigar, a five cent candy 
bar, or a dollar watch means that the seller stands to lose valuable good 
will by raising his price.® This is particularly true in cases where the price 
has traditionally been a small, round sum, or where the seller has stressed 
price in his sales campaign. To raise the price of what had come to be known 
as a “dollar watch” to $1.10 would have far more serious consequences to 
demand than would raising the price of a $24.95 watch to $27.45, though 
both would represent a 10 per cent increase. And after the successful ex- 
penditure of millions of dollars of advertising budget to sell smoking tobacco 
because of its price, the seller will be extremely hesitant to discard the good 
will so engendered by raising the price to shift a new tax. 

Closely allied to the fact of customary price is the size of the tax in rela- 
tion to price of the good. If the tax were at the rate of 5 per cent imposed 
upon the manufacture of a good, this tax might well be shifted forward. The 
manufacturer’s bulk price for large quantities sold to wholesalers will gen- 
erally permit of a percentage increase. But suppose at the retail level the 
commodity has been selling at five cents per unit, and the quantity commonly 
purchased at retail is one unit at a time. If the tax were completely shifted 
down to the retailer and he were to shift it on to the consumer, the retail 
price should be more than five cents and less than six cents. In such a case 
the retailer is frequently wise to absorb the shifted tax himself, and to resist 
shifting to him so far as is possible. 

The geographical coverage of the tax law can be an important determinant 
of shiftability. The administrative authority of a city or a state extends to 
the boundaries of that city or state. In the nineteen-thirties, when considerable 
variation in the level of state gasoline taxes existed, one could travel from 
a low-tax state to a high-tax state without experiencing an immediate change 
in the price of gasoline. If the tax had been completely shifted in each state, 
there would have been an abrupt change in price as the state line was crossed. 
The fact that this was not the case indicates that resistance to shiftmg was 

9 But the tax can frequently be shifted forward just as effectively by reduction of 
quantity or quality of the goods’ content, so that the five cent candy bar may be made 
smaller or of poorer quality. 
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great, and was due to the availability of a lower-priced substitute (gasoline 
bearing lower tax) in a neighboring market. In the interior of the high-taxed 
state prices were typically higher, because of insulation from low-price com- 
petition, and the tax was almost completely shifted. At the border, where 
forward shifting was impossible without seriously reducing sales, it is never- 
theless unlikely that any major share of the tax was borne by the individual 
retail distributor. The major share was typically borne by refiner-wholesalers, 
who were able to maintain gallonage of output at retail only by quoting lower 
base prices to their retail distributors.^* 

The size of the taxed area will always affect shiftability of a tax on the 
production or sale of a commodity. When the good can be bought in near-by 
untaxed markets, an attempt at forward shifting will meet vigorous resistance, 
caused by the availability of untaxed competing goods. Although size of 
the taxed area does not typically affect the shifting of income taxes or taxes 
on the ownership of property used for consumption (e.g., residences), it 
does encourage the avoidance of these taxes by transfer of residence or the 
situs of taxable property. 

OTHER EFFECTS OF TAXES 

Our analysis of tax incidence has proceeded in terms of a rigorous defini- 
tion of incidence as only one segment of the total range of tax effects. We 
have limited our meaning of incidence to the final resting place of the bur- 
den of the amount paid to government. But we have also noted that tliere 
are effects other than incidence, and these effects may be vastly more impor- 
tant in the long run than incidence itself. These “other effects” we have pre- 
viously classified as (1) those (other than incidence) created in the process 
of shifting, and (2) those resulting from incidence. 

EFFECTS CREATED IN THE PROCESS OF SHIFTING. When a tax is 
not shifted, it is evident that effects of this type do not result. But when a 
tax is shifted there are typically concurrent effects (other than incidence) of 

10 It would be instructive to investigate the effect upon the price of gasoline in state 
A when contiguous state B raised its gasoline tax rate. Retailers in B at the border could 
not pass on the tax increase without experiencing serious loss of business to retailers 
across the line in A. But B’s new tax does change conditions in A. If the wholesale dis- 
tributors lowered base prices to absorb only a part of the tax applied to sales in state 
B, they could conceivably raise base prices to sellers in A. If this were done, a part of 
the tax would be shifted to consumers in both states. 

11 Clear distinction must be made between avoidance and evasion of taxes. The first 
is perfectly legal, placing one in a position where he is not legally liable for payment of 
a tax. The latter is illegal, and means failure to pay a tax which is payable. A poll tax 
may be avoided by moving to a state with no poll tax; it may be evaded by keeping out 
of sight of the tax authorities. 
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varying types. Assuming as typical a demand curve which slopes downward 
from left to right, and a marginal cost curve sloping upward from left to right 
(increasing cost) , forward shifting of a tax on a salable good will reduce the 
number of units sold. This reduction of quantity sold will decrease employ- 
ment of some factors of production by the firm. The disemployed factors are 
clearly worse off immediately than they would be if required to bear a part of 
the incidence, and in the long run may experience lower income as a result of 
their general oversupply. 

Taxes may have important effects upon the structure of industry. A gen- 
eral sales tax, which is imposed upon each transfer of a good from one 
stage in production to another, may well urge vertical integration of industry. 
The fewer the transactions prior to markethig the end product, the smaller 
the amount of tax to be included in final price. To take an example, in the 
production of canned tomatoes, the tomatoes may be raised on a farm and 
sold to a canner. The canner may sell to a wholesaler, the wholesaler to a 
retailer, and the retailer to a consumer. If each stage in production were 
independently owned, there would be four price transactions from raw ma- 
terial to final consumption. If each of these transactions were subject to gen- 
eral sales tax, the retail price would include four taxes, and each of the last 
three would be taxes computed upon prices including previous taxes. The 
complete shifting of such a tax would be increasingly difficult as the retail 
level is approached, and the pyramiding of such taxes could be avoided by 
integrating the processes into fewer firms so as to reduce the number of 
transactions. A retail grocery chain, by owning its own truck gardens, can- 
neries, and wholesaling facilities, would gain a retail price advantage over 
its independent competitors by eliminating all price transactions except the 
last, and thus being subject to tax only once. Such integration would be a 
clear case of tax avoidance, making shifting easier or making the incidence 
easier to bear if the tax could not be shifted. Clearly a general sales tax 
would create great comparative advantage to integrated firms, and would be 
a strong force promoting further integration. 

EFFECTS RESULTING FROM INCIDENCE. The fact of incidence itself 
sets off a chain of potentially important effects. Avoidance of personal in- 
come taxes by changes in residence, and avoidance of property taxes by 
changes in the situs of property are commonplace occurrences resulting from 
the fact of incidence — ^the only way to avoid incidence is to get out from 
imder the jurisdiction of the tax. But suppose avoidance is impossible, be- 
cause the tax is so broa,d in coverage. Then the tax will be paid, and its in- 
cidence will be borne by someone. 
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The first and obvious effect of tax incidence is the reduction in disposable 
income of the person upon whom incidence falls. This implies reduction of 
income available for individual consumption, investment, or hoarding. If 
the tax-bearer is a low-income individual, the effect is most likely a decline 
in his consumption, since what saving he does is largely imposed upon him 
by his circumstances and his outlook for the future. If the tax-bearer receives 
high income, the tax will fall principally on saving. It does not follow, how- 
ever, that total social consumption and/or investment will decline, for gov- 
ernment may substitute its consumption and investment for the private de- 
cline. But if government were to use its revenue for debt retirement of the 
'type which destroys money (reducing bank deposits) the effect of the tax 
would likely be a decline of social income. This may or may not be desirable, 
depending upon the current phase of the business cycle. 

Here agam we see the logic of counter-cycle tax policy. When anticipa- 
tions (and national hacome) are falling it is disastrous to try to balance the 
budget. For we see that taxes must be paid out of someone’s income, and 
the income receiver upon whom incidence falls will be required to curb con- 
sumption or investment. Thus high taxation may urge a further decline in 
income.^2 On the other hand, tax reduction increases the disposable incomes 
of those upon whom incidence falls, and can thus be expected to assist in 
reviving declining anticipations. In the boom phase of the cycle exactly the 
opposite results are required. Heavier taxes curb inflationary anticipations 
by reducing disposable income, while at the same time making possible a 
reduction in the general credit structure (destruction of new money) through 
debt retirement. 

A tax system capable of selective application is thus indicated for counter- 
cycle policy. And this means a system of taxes whose incidence is not widely 
dispersed — i.e., subject to dependable forecast. The personal income tax 
meets this requirement well, since it is as a general rule not shifted; its inci- 
dence is upon those upon whom it is imposed. And when shifting does not 
occur, it is far more possible to engineer the desired results by adjustment in 
the tax measure itself. 

RECOMMENDED READINGS 

Meyers, A. L., Modern Economics: Elements and Problems, N. Y., Prentice- 
Hall, 1941, Chapter 28. 

If the incidence of the tax were to fall upon hoards, income would not necessarily 
fall, though the reduction of hoards may allow interest rates to rise and thus discourage 
borrowing for investment. Also, if hoards are purposeful their taxation may well en- 
courage a decline in consumption or investment in order to replace the purposely created 
hoards taxed away. 



OTHER EFFECTS OF TAXES 


293 


An excellent textbook discussion. The same appears in Meyers, Modern Eco- 
nomic Problems, Chapter 3. 

Ferger, W. F., “The Measurement of Tax Shifting: Economics and Law,” 
Quarterly Journal of Economics, May, 1940, p. 429 ff. 

A valuable contribution to incidence literature, highlighting the practical 
factors of business practice and legal influences. 

Brown, H. G., The Economics of Taxation, N. Y., Holt, 1924. 

A reliable, standard work on tax incidence. Though it does not have the bene- 
fit of the later developments in the theory of monopolistic competition, it is 
still highly useful. No chapters are specifically recommended, for the various 
chapters analyze the incidence of particular taxes. 

Hicks, U. K., The Finance of British Government, 1920-1936, London, Ox- 
ford, 1938, Chapter 15. 

A sprightly, unqualified statement of conclusions with respect to incidence, 
with special application to Britain. 

Bureau of Agricultural Economics, An Analysis of the Effects of the Processing 
Taxes Levied Under the Agricultural Adjustment Act, Washington, 1937. 
An excellent example of empirical determination of incidence. 

Goode, Richard, The Corporation Income Tax, N. Y., Wiley, 1951. 

Chapter 4 discusses incidence and effects of a corporation net income tax, 
demonstrating an integration of pure theory and practical fact and reaching 
useful conclusions. Recommended not only for its balanced judgment but as 
a useful type of approach to incidence studies. 



CHAPTER IS PROPERTY TAXATION 


Property taxes are used only by state and local governments in the United 
States. The constitutional prohibition of direct taxation by the federal gov- 
ernment except on the basis of census enumeration would largely rule out 
federal property taxation even if this tax field had not been preempted by 
state and local governments. Its revenue importance to state governments 
has shown marked decline, as indicated in Table 27; it is no longer a major 
contributor to the revenues of the states. This is due both to the abandon- 
ment of state property taxation in several states and to the rise of other 
revenues at the state level. 

TABLE 27 PER CENT OF PROPERTY TAXES TO TOTAL GENERAL REVENUES 

(EXCLUDING GRANTS) i 


YEAR 

STATES 

CITIES 

1915 

58.6 

62.0 

1921 

42.0 

66.2 

1925 

33.4 

66.1 

1931 

23.2 

67.8 

1940 

6,9 

78.5 

1944 

4.2 

78.8 

1947 

3.6 

70.0 

1950 

3.2 

66.2 


On the other hand, as the table shows, the property tax is the principal 
revenue mainstay of cities. Two important observations need to be made 
concerning the trend apparent in the table. The first is that, with the excep- 
tion of the last half of the decade of the nineteen-forties, city dependence 
upon the property tax showed constant increase as the states withdrew from 
taxation in this field. The second observation is that the figures do not ac- 
curately portray the significance of property taxes to local governments. The 

1 Sources of statistics from which computations were made: 

States: 1915-1940 Bureau of the Census, Financial Statistics of States; 1942, Bureau 
of the Census, State Finances, 1942; 1944, State Finances, 1944; 1947, 1950, Com- 
pendium of State Government Finances, 1950, p. 6, 

Cities: 1915-1940, Biu’eau of the Census, Financial Statistics of Cities; 1942, Bureau 
of the Census, City Finances, 1942; 1944, City Finances, 1944; 1947, 1950, Compendium 
of City Government Finances, 1950, p. 5. 
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city figures relate only to those cities with population of 25,000 or over, 
and their total revenues represent by one estimate only about one-third of 
total local government revenues in the United States. The figures, therefore, 
represent only a sample; but, more important, the sample is not typical. For 
the larger cities in general represent business and population concentrations 
of such importance that sales taxes and personal income taxes are feasible, 
and licenses and permits produce a respectable annual revenue. Smaller 
local governments, on the other hand, receive revenues almost exclusively 
from property taxes and gi-ants-in-aid (excluded from Table 27); if figures 
were available from all local governments, the revenue importance of the 
property tax would certainly be considerably more impressive in the table. 

State revenues from the property tax have recently declined both abso- 
lutely and in relation to other revenues. In 1942 state property tax revenue 
was almost exactly equal to that collected in 1915, though it was little more 
than half that collected in 1931. The decline in importance is particularly 
striking relative to other revenue measures. State revenues since 1930 show 
principal dependence upon sales taxes, income taxes, excises (principally 
upon gasoline, liquor, and cigarettes), payroll taxes, and business taxes. One 
of the most significant facts of public finance in the last quarter-century has 
been the replacement of the property tax at the state level by other measures. 

The property tax is one of the oldest forms of taxation. And it is still an 
important element of the American tax system. In 1941 it produced about 
one-fourth of combined federal, state, and city tax revenues. At the same 
time, there is little to recommend the property tax on grounds of theory, and 
in practice the quality of its administration throughout the country varies 
from indifferent to bad. In short, it is a bad tax made worse in its effects by 
poor administration. 

STEPS IN ADMINISTRATION OF THE PROPERTY TAX 

There are four steps in administration of the property tax: assessment, 
equalization, apportionment, and collection. We shall discuss each of these 
steps at some length, to show something of the types of problems which arise 
and the quality of administration to be found. We postpone analysis of the 
theory until later in the chapter. 

ASSESSMENT. The tax base in property taxation is the assessed value of 
the property against which the tax is levied, and the amount payable is this 
base times a flat tax rate. The first step is to determine the value of taxable 
property — i.e., to assess it. The assessment function involves two steps: (1 ) 
bringing taxable property into the tax rolls, and (2) placing a value upon it 
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for tax purposes. Neither of these steps is as simple as might be assumed. 
Bringing taxable property into the tax rolls involves knowledge on the part 
of the taxing authorities that such property exists. The typical practice has 
been to depend upon the taxpayer himself to report items of taxable prop- 
erty. This method makes unnecessary detailed search by the assessor, but 
leaves wide openings for tax evasion. 

The personnel requirements of annual assessment at the site by a repre- 
sentative of the assessor’s office are typically too great. Most assessment is 
therefore done at the assessor’s desk, by copying the return of the previous 
year. It would appear that real property (land and buildings) could be brought 
into the rolls with little escape. Nevertheless, careful investigations have quite 
uniformly turned up fairly large tracts of land which had previously entirely 
escaped assessment. Comparison of aerial survey photographs with tax maps 
offers a useful method of bringing real property into the rolls. But the prob- 
lem of bringing real property into the tax rolls is minor compared to that 
with respect to movable personal property. We may distinguish two types of 
personal (movable) property: tangible and intangible. Tangible personal 
property includes machinery, materials, furniture, clothing, jewelry, and the 
like; in short, all tangible things except land and buildings, which are classed 
as real property. Intangible personal property includes securities and bank 
deposits, and such intangible assets as “good-will” and patent rights.^ 

How nearly possible is it to bring tangible personal property within the 
cognizance of assessors? A good job would involve a much larger corps of 
investigators than is usually available, much greater determination on the 
part of assessing officers than is typically the case, and legal authority to enter 
premises and conduct a thorough search. Experience has shown tliat the 
gains to the taxpayers from evasion are so great, and the likelihood that 
evasion will be detected and punished so small, that dependence upon the 
property owner to report his holdings is highly unsuccessful. Likewise, ex- 
perience has shown it to be infeasible to provide assessors with sufficient per- 
sonnel and sufficient power to do the job without dependence upon self-re- 
porting.® The consequence is that a large proportion of tangible personal 

2 The reader will do well to realize that not all property tax laws contemplate taxation 
of all real, tangible personal, and intangible personal property. The exemption or special 
treatment of some items of property in particular tax laws may result from recognition 
that in theory a “general property tax” under the “uniform rule” is undesirable, or far 
more likely that reasonably good administration of the “general property tax” is im- 
possible. We shall discuss this matter later in the chapter. 

®In a few instances, states have used “tax inquisitor laws” which give the assessor 
the right to search. Use of this power, however, makes the job of the assessor an un- 
pleasant one, especially if he is an elected official. Further, such laws are highly un- 
popular, conflicting with the principle that “a man’s home is his castle.” Such laws have 
thus been both short-lived and inefltective. 
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property escapes taxation through evasion, and the tangible personal prop- 
erty tax falls heavily on business concerns whose property is readily included 
in tlie rolls and upon those unfortunate individuals who are burdened either 
with a vigorous conscience or a groundless fear of legal consequences. It 
should be added, however, that some items of tangible property o2er little 
opportunity of escape from the tax rolls. The ownership of automobiles, for 
example, is easily detected because state motor vehicle registration records 
are available to assessors. Where licenses to own or operate items of tangible 
property are required, such property typically represents a major portion of 
the base of this tax. 

The problem of evasion is generally even more serious in the case of in- 
tangibles than in the case of tangibles. The assessor cannot walk (or drive) 
down the street and see them, and voluntary reporting can be evaded with 
the greatest of ease, except in the case of local bank deposits. The industrious 
assessor can thus make a good record in including real property in the rolls; 
he will be largely unsuccessful with respect to tangible personal property 
(with the exception of some items), and almost wholly unsuccessful with 
respect to mtangibles. 

But bringing property into the rolls is only the first step in assessment. 
If property is to represent the tax base, some value for tax purposes must be 
placed upon it. The only true value of a thing is the price it will bring in 
the market. But most taxable property is not for sale, and thus has no ob- 
jectively determinable value. The value of a merchant’s inventory of goods 
for sale is easily determined, but partly manufactured goods, much real estate, 
and most used consumers’ goods require pure estimate on the part of the 
assessor. Much litigation therefore has arisen over assessed valuation, and 
much more would arise if general underassessment did not occur. 

Property tax laws typically require assessment at some proportion of 
“true” value. Where the property is not for sale by a willing seller to a will- 
ing buyer, some substitute for “true” value is required. But this substitute 
for true value is not true value, and the taxpayer would thus in many cases 
have recourse to judicial review of the assessment. Under conditions of gen- 
eral underassessment, however, judicial review might well raise the assess- 
ment rather than lower it. This is true because when the judicial spotlight is 
thrown upon the particular assessment it may be clear that, although the 
assessment under consideration is high in relation to others, it is low in rela- 
tion to the level of assessment required by law. It is thus frequently desirable 
to let well enough alone, and to accept existing inequity in assessment as the 
lesser of two possible inequities. One reason for underassessment is to avoid 
litigation. Another will be discussed in connection with equalization. 
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Intangible property by and large lends itself to valuation more simply than 
either of the other two classes. There is, of course, no problem in placing a 
true value on bank deposits. Many stocks and bonds offer regular market 
quotations, while other stocks, bonds, mortgages, and even good will, patent 
rights, etc., have a calculable book value which is reasonably dependable 
for tax purposes. The chief assessment problem with respect to intangibles 
consists therefore in bringing them under scrutiny, not in attaching a value 
to them. 

Tangible personal property, because of its great variety, is most difficult 
to value for tax purposes. Standard trade-in values typically exist for used 
automobiles, and their rule-of-thumb valuation is not difficult. But most 
other items in this property class lack standardized used market values and 
require expert appraisal. The small amount typically reported, however, 
makes the employment of expert appraisers impracticable, and the typical 
appraisal is a rough guess generally erring on the low side. For this class of 
property we find a high degree of evasion and a low degree of expertness in 
determmation of value for tax purposes. 

Real property escapes inclusion in the tax list only with difficulty, and 
being more or less homogeneous in nature is subject to comparison with 
actual market prices and to slide rule methods of valuation. For these reasons 
the property tax has come to be in fact very largely a real estate tax, whether 
or not the law has kept pace with tax practice and offered exemption or 
other special treatment to the other classes of property. 

What possibilities exist for improvement of property tax assessment? The 
first requirement would seem to be outright exemption of those classes of 
property which defy either inclusion in the rolls or simple and objective 
processes of valuation. This would mean almost complete exemption of tan- 
gible and intangible personal property. When the degree of evasion is ad- 
mittedly high it is generally the better part of discretion to make it legal 
by exemption. This removes the premium upon disobedience of law and the 
penalty upon the law-abiding citizen. The sacrifice of revenue would be rela- 
tively small, while the danger inherent in the probable carry-over of the 
propensity to evade from a poor tax to a good one is considerable. The morale 
effects upon taxpayers in general of retaining a disreputable tax may easily 
carry over into other tax fields, so that the continued encouragement of 
evasion-morality by the property tax may have serious repercussions upon 
the administrative effectiveness of, say, the income tax. 

Wholesale evasion of tangible and intangible personal property taxes has 
long been recognized. The solution to the problem lies in exemption. But 
the states have shown considerable reluctance to take this drastic step, partly 
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because of unwillingness to sacrifice even a small amount of revenue, partly 
because of the belief that property is property, whether real or personal, and 
partly because exemption of personal property would give legislative sanc- 
tion to discrimination against real property. Consequently they have alter- 
nated between the policies of the carrot and the stick, at times attempting to 
entice intangibles into the rolls by special low-rate treatment (thus narrow- 
ing the gap between the gain from evasion and the penalty of prosecution), 
and at other times increasing penalties for evasion or arming assessors with 
search warrants. The policy of the carrot has produced little additional rev- 
enue and has reduced evasion but little. The policy of the stick has been 
equally unsuccessful, while generating new antagonisms toward govermnent.^ 

Exemption of certain items of property from taxation does not represent a 
radical departure from traditional tax practice. States have typically pro- 
vided exemption of a minimum amount of property (e.g., a round sum ex- 
emption of combined types of property or exemption of minimum amounts 
of separate categories of property such as furniture, musical instruments, 
etc.). Traditionally a special exemption has been granted to war veterans. 
These exemptions follow from the principle of an untaxed minimum of sub- 
sistence or the principle of the continuing bonus. Government property is 
generally exempt from taxation, for obvious reasons. Property used by non- 
profit charitable, educational, and religious organizations in the direct per- 
formance of their functions has always been exempt from taxation. Three 
reasons have been given for this. The first is that these are functions which 
government would be required to perform if private agencies did not, and 
a minimum of government assistance can be given through tax exemption. 
The second is that the performance of their functions by these private agencies 
actually increases the capacity of other property to pay taxes, and thus ex- 
emption is no burden upon taxed property. (It is difficult to see why a rail- 
road or any other economically desirable concern could not justifiably use 
the same argument.) The third reason is that, being non-profit organiza- 
tions, they possess no net income and thus no capacity to pay taxes. (Any 
unprofitable business concern might well claim exemption on the same 
grounds.) The first of these reasons is the controlling one, although the tra- 
ditional financial difficulties of most such organizations probably justify a 
departure from strict logic in the public interest. 

The second requirement for improvement of assessment is to provide for 
more centralization of assessment than now exists. The state should exercise 
active cognizance over local assessors, whether elected or appointed. This 

4 In later discussion of the theory of property taxation we shall show that justice (in 
addition to expediency) requires exemption of intangibles from property taxation. 
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means far greater emphasis upon uniformity in techniques, and particularly 
far greater uniformity in the proportion of real value at which property is 
assessed. Competitive underassessment is destructive of justice among tax- 
payers in different assessment districts. 

The third requirement for improvement is to ehminate a great deal of 
fossilization, both in assessment personnel and in assessment procedure. 
This latter becomes much more possible if the classes of property (tangible 
and intangible) which cannot be assessed properly are given complete ex- 
emption. Then the tax becomes a real estate tax, and taxable property can 
be brought into the lists by industrious searching on the part of the assessor. 
Once all taxable real property is listed the problem of valuation can be re- 
duced to formula. In some cities “scientific assessment” has been developed 
to a point where it is both easily administered and amenable to proper ad- 
justment. Scientific assessment implies the development of formulae by which 
the assessed value of a piece of property can be determined simply, and yet 
is subject to change with variations in market value. 

The Cleveland system, for example, provides for the assessment of urban 
land by the multiplication of a front foot value factor by the frontage of 
the lot. This is then qualified by a depth formula for lots of varying depth, 
a triangle formula which allows adjustment for lots of irregular shapes, and 
a comer influence formula for corner lots. The formulae are themselves de- 
rived from actual sales of land which indicate corner influence, depth in- 
fluence, and shape-irregularity influence upon market values. Once deter- 
mined, these formulae are subject to little change over long periods. The 
factor which does change, however, is the value of the location per front 
foot. Constant observation of changes in site values is required to keep the 
front foot factor up to date. Buildings are assessed by the multiplication of 
floor area by a square foot factor. This factor varies with different types of 
buildings and with different kinds of construction. The formulae, however, 
are developed from data of actual costs of construction, and the square foot 
factor is subject to change with building values. The assessed value of a 
piece of real estate is then the sum of the formula-determined land assess- 
ment and the formula-determined building assessment. 

Under such assessment procedures, three types of assessment personnel 
are required: researchers to keep the formulae and factors up to date, “out- 
side men” to gather original information as to dimensions and types of prop- 
erty and to record improvements or changes in particular parcels, and clerks 
who will apply the formulae to the property description to determine the 
assessment. Possibly only the large cities can afford such a staff. But there 
is no reason why the state cannot perform much of this service for its ad- 
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ministrative subdivisions. There are two fundamental requirements for such 
a change. The first is determination to correct as many of the present abuses 
as is possible. This means a change in attitude from hopeless surrender to 
a bad tax badly administered. The second is mtroduction of realism into 
tax laws. Such scientific assessment does not tell what the actual value of a 
piece of property is when that property is not for sale. It merely determines 
a tax base which is a reasonable and equitable substitute for a true value 
which is unknown. And property tax laws should recognize this fact real- 
istically. They too frequently call upon the assessor to perform an impossible 
task — to assess at true value when true value cannot be determined. In the 
field of pubhc utility regulation a similar problem has been met. Clearly the 
true “value” of public utility property depends upon the rates which the 
regulatory commission will allow. It is 'absurd, therefore, to use the “value” 
of property to test the adequacy of rates. The circle is broken by the adoption 
of a useful “rate base” independent of value. Similar adoption of a fair “tax 
base” is required, without insisting that it be identical with “true value.” 

Our discussion of improvement in assessment should not be taken as an 
indication that if properly administered the property tax is a good tax. 
Wholly apart from the question of its theoretical desirabihty as a tax meas- 
ure, however, it is likely to be with us for a long time. Our analysis of its 
theoretical foundations will point out that it is a very bad tax indeed. Never- 
theless inertia is a powerful factor in preventing an identity between what 
might be and what is. If we are going to live with a bad tax, the least we 
can do is to raise the quality of its administration to the highest possible level. 

EQUALIZATION. The purpose of equalization is to iron out injustices in 
assessment. It is in line with democratic procedure to provide some appeal 
from the assessment to permit judicial determination of its fairness. Boards 
of review or equalization exist in all property-taxing jurisdictions, to hear the 
complaints of property owners dissatisfied with their assessments. Since the 
city tax rate is applied to assessments appearing on the grand list of the city, 
a city board will pass upon the justice of local assessments. Since the county 
tax rate will be applied equally to all assessments in the county, dissatis- 
faction may arise over the relative levek of assessments in two cities in the 
same county. Hence, there must be a county board of equalization. And the 
state, if it employs a property tax, wUl likely apply its tax rate equally to all 
assessments in the state, and thus a state board is required. When different 
governments tax the same property, they do not assess independently. City 
or town government does the assessing (by districts if the city is large 
enough) . City grand lists are made np of combined assessment district lists 
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in the city. County grand lists are made up of combined lists of all towns 
(townships) in the county. And the state grand list combines the county 
grand lists. Since one assessment serves for all participating governments at 
various levels, inequality in standards of assessment may occur. Thus, pro- 
vision must be made for review of assessments at all levels. 

The service of equalization is not, however, of much significance in prac- 
tice. In some states the property owner has no recourse to review unless he 
has voluntarily made his return. This provision is designed to encourage vol- 
untary listing, since the failure to list subjects the ofiender to arbitrary assess- 
ment without recourse.® The principal reason why boards of review have 
little work to do is that when there is general underassessment it is dangerous 
to request investigation. Suppose that state law requires that all property be 
assessed at 100 per cent of true value. Suppose that in city A property is 
generally assessed at 70 per cent of value, while in city B the level is 50 per 
cent. So far as the state tax is concerned, property owners in A are re- 
quired to pay more heavily per dollar of actual value than are those in B. 
But if the property owner complains to the state board of review he may 
find that his assessment is raised to 100 per cent, while those of others in 
cities A and B remain as before. In such a case he would pay more heavily 
after review than if he had made no complaint. And finally, a board can ease 
its duties by discouraging applications for review with a “tough” attitude. 

It may be asked why underassessment occurs so generally. The first reason, 
is that underassessment forestalls complaints. If the assessor is required to 
guess at a proper assessed value it is safer to guess low and not be required 
later to substantiate his guess in terms of “true value.” In addition, there are 
political advantages in not only assessing low, but below the assessments in 
other districts. If the assessor is elected to office there may be a real urge to 
perform favors for those who elected him. If assessments in city A are below 
those in city B, it makes no difference so far as city taxes are concerned how 
far property in A is underassessed.® But in county and state taxation greater 
underassessment in A reduces the county and state tax bill to property owners 
in A. And if the assessor is appointed to office it may be a policy of the ad- 
ministration to keep assessments low relative to those in other areas, and 
for the same reasons as are given above. 

® Much more effective in encouraging voluntary listing is a tax penalty payment for 
failure to list voluntarily. 

® This is true because the lower the general level of assessment, the higher the tax 
rate must be in order to raise the required revenue. So long as assessments within a city 
are at a uniform level, so as to avoid discrimination between parcels of property, it 
makes no difference whether assessments are low and tax rates high or assessments high 
and tax rates low. 
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APPORTIONMENT. We have hinted several times in previous discussion 
at the nature of apportionment. It is the process of determining the rates of 
property tax to be imposed by various levels of government upon a given 
piece of property. When assessment and equalization are completed, it is 
possible to determine the proper tax rates to be applied by various govern- 
ments participating. Each government knows how much it wishes to raise 
by property taxation, and each has its grand list. When the former is divided 
by the latter, the result is the tax rate. Let us follow the process m tabular 
form. 


TAXING GOVERNMENT 


GRAND LIST 

(Assessed value desired 

of property) revenue 


TAX RATE 

(1 Divided by 2) 


City A $ 50,000,000 $1,250,000 

County 1 (includes City A) 200,000,000 800,000 

State I (includes County 1 ) 1,000,000,000 4,000,000 


25 mills (2.5%) 
4 mills (.4%) 
4 mills (.4%) 


Total tax rate on property in City A 


33 mills (3.3%) 


Property in city A will pay 33 mills (3.3% ) per dollar of assessed valua- 
tion. Actually our example is oversimplified, and particular parcels of prop- 
erty in city A may pay considerably more. There may be special district 
(school district, fire district, sewer district, etc.) property taxes imposed as 
special assessments and included in the annual tax bill. The tax rate which 
any government may apply will depend upon the property tax revenues re- 
quired, the amount of tax delinquency which may result from given tax 
rates, and legal tax rate limits imposed upon it. Clearly, however, the amount 
of tax payable depends as much upon the assessment (tax base) as upon 
the tax rate. The level of assessments in practice is therefore as significant a 
datum to the prospective property owner as is the level of tax rates. 

COLLECTION . The final stage in administration of the property tax is that 
of collection. Once apportionment is completed and the rates determined for 
various governments' and districts, tax bills can be forwarded to property 
owners. Evidently the ease of collection depends upon the burdensomeness 
of the total tax in terms of ability of the property owner to pay. And this 
wiU depend upon how heavy the tax is in terms of the income from prop- 
erty, which in turn depends upon the correctness of assessment, the adequacy 
of equalization, and the height of the tax rate. 

If assessments are not adjusted to the decline in true values in depres- 
sion periods, a high proportion of delinquency will follow. It is here that we 
see clearly the nature of the fiscal problem resulting from a combination of 
heavy local dependence upon the property tax and debt limitation. In busi- 
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ness depression, property values fall because the income from property falls. 
This calls for reduction in assessed valuations without (in the majority of 
cases) opportunity for increase in tax rates. If the basic functions of local 
governments plus the unusual relief functions of depression are to be main- 
tained, deficits are inevitable. The enforcement of debt limits means that 
expenditures must be reduced to conform to the reduction of property tax 
revenues. Inelasticity of local revenues goes a long way to explain why the 
financing of the basically local function of relief was necessarily taken over 
by the federal government in the early nineteen-thirties. 

Tax delinquency is an embarrassing fact for government to face. It fre- 
quently involves eventual foreclosure of property for unpaid taxes, giving 
government title over property for which it generally has no use. The tak- 
ing of private property for tax debts is an action which government would 
like to avoid. There are two ways of avoiding it: either allowing delinquency 
to continue indefinitely without foreclosure action, or adjusting assessments 
and tax rates to the changing ability to pay. The first obviously does not solve 
the long-run problem, and encourages delinquency on the part of those who 
otherwise could and would meet their tax obligations. The second clearly is 
the only satisfactory long-run solution, though some delinquency will occur 
even under the best conditions of assessment and apportionment. If the steps 
of assessment, equalization, and apportionment were properly taken, most 
tax delinquency would not occur. If there were more elasticity in local tax 
systems, and particularly in local fiscal policy, a principal barrier to assess- 
ment revision and reasonable rates would be removed. Then a vigorous 
delinquency policy could be adopted without hardship to taxpayers and 
without great embarrassment to government. 

THEORY OF THE GENERAL PROPERTY TAX 

The “general property tax” contemplates taxation of all items of property 
— ^real, tangible personal, and intangible — at a uniform rate and at a uniform 
percentage of true value. It is frequently referred to as property taxation un- 
der the “uniform rule.” 

In the essentially simple local economies in which property taxation was 
nurtured, ownership of property was, and could be with reasonable ac- 
curacy, taken as a satisfactory index of ability to pay. As the economy has 
become more complex, it has become a very bad index. For ability to pay 
is measured basically in terms of income, and there is very poor correlation 
between the amormt of income and the amount of property owned. The 
production of income in some lines (e.g., manufacturing) requires the use 
of a considerable amount of wealth. But the production of income of com- 
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parable size in the professions requires relatively little wealth. The compari- 
son suggests that the properly used in production measures only very in- 
accurately the amount of income produced. 

Further, the disposal of income reflects very inaccurately the size of that 
income. Some may prefer to spend income upon durable things (e.g., estates) 
which represent large property tax bases. Others may prefer to purchase 
securities, whose taxation as property is contemplated by the uniform rule, 
but the difficulty of whose assessment means almost complete escape. Still 
others may prefer a high level of current consumption of nondurable goods 
and services, which results in the ownership of relatively little property for 
tax purposes. 

Finally, the ability-to-pay principle imphes the existence of available in- 
come for tax payments. The large family should have a large house, and yet 
the capacity to pay taxes is clearly not indicated by the size (assessed value) 
of the house. So long as property ownership is taken as an outward and 
objective indication of ability to pay, different treatment of individuals with 
the same assessed value of property (but quite different taxable capacity) is 
impossible. Fundamentally, the trouble arises because ability runs in terms 
of income, and there is no close relationship between the amount of prop- 
erty owned and the amount of income. 

In a simple agrarian economy where income is mainly income from wealth, 
reasonable justice in terms of ability to pay can be accomplished through 
the taxation of wealth. With the increased complexity of the economy it was 
hoped to elimuiate inequities by taxation of mtangibles uniformly with wealth. 
The results have not been good. However, rather than exchange the tax for 
something better the line of less resistance has been to change the justifica- 
tion. Consequently, justification for the property tax has come to run prin- 
cipally in terms of benefit. 

Let us see how well the benefit theory justifies property taxation. The 
typical modern apology for the property tax lists such benefits as police and 
fire protection, streets, sidewalks, sewers, garbage and snow removal, and 
public education, as representing peculiar benefits to property. Undoubtedly 
benefits do accrue to property from these services. But can any equation be 
set up between the benefits to a particular piece of property and the amount 
of taxes it pays? We have previously justified special assessments upon prop- 
erty when the cost of a peculiarly beneficial improvement enhances property 
value by at least as much as allocated cost of the improvement. Special as- 
sessments, however, represent a minute share of local revenues, and the 
improvements for which special assessments are made are those in which 
special benefit is clearly conferred upon the property and its owner. In 1950, 
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approximately 66 per cent of city revenue (exclusive of grants) was derived 
from the property tax. On the other hand, fully 85 per cent of total ex- 
penditures of these same cities was for functions whose cost can hardly be 
identified with particular pieces of property. The important objects of ex- 
penditure of cities in 1950 were education, public welfare, and police, in 
that order. Of these only the expenditures for police functions can be claimed 
to have important direct beneficial effects upon property per se, and even 
in this case the protection of persons (and not property) is a large element 
in the police function. Without laboring the point further, we reiterate that 
the benefits of public functions are by nature principally general. The identi- 
fication of benefits received with property tax bills is very largely arbitrary 
and incapable of acceptance on logical grounds. 

ABILITY, BENEFIT, AND THE INCIDENCE OF PROPERTY TAXES. 
The theories of ability and benefit as applied to property taxes generally 
ignore the fact that a considerable portion of such taxes is shifted. Back- 
ward shifting in the form of capitalization imposes upon, the seller of the 
property all anticipated future property taxes. This means that in the case 
of a residence, for instance, the seller bears a large part of the tax. The justi- 
fication for property taxes has been based upon the taxable capacity of the 
present owner or the benefits of government to him, while the tax burden is 
in fact largely upon someone else. 

When taxed property is used for business purposes there may be forward 
shifting in the form of increased price of the product. (This is less common 
than backward shifting, for, as we have seen, under imperfect competition 
such an increase in fixed cost does not result in higher price and smaller 
quantity.) When forward shifting occurs, the real bearer of the tax is not 
the property owner, but the buyer of his product. To the extent that such 
shifting occurs it is absurd to justify the tax in terms of the property owner’s 
ability to pay or of the benefits which accrue to his property from police pro- 
tection. 

Nevertheless, not all property taxes are shifted either forward or backward; 
part must be borne by the owner himself. In such a case it is incumbent upon 
the authorities to justify the tax in terms of some theoretical basis. Unless 
this can be done, the only defense of the property tax is the practical one 
of tradition. And this is really the only justification remaining for it — society 
has become so accustomed to it that its burden is taken for granted. Other 
things being equal, this is a desirable attribute of a tax, but other things are 
not equal. When theoretical justification is on such questionable ground and 
administration so poor, there is little consolation in retaining the tax on 
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groimds that to discard it would terminate a long life and require adjustment 
to a new (though almost inevitably better) tax. 

THEORY OF INTANGIBLES TAXATION. Taxation of stocks, bonds, 
mortgages, bank deposits, and other possible forms of intangible property 
can hardly be justified in terms of benefit. For the direct benefits to bond- 
holders from education, police protection, snow removal, garbage collection, 
and sewer construction are meager indeed. Taxation of intangibles stands 
entirely upon the principle of ability to pay, and reflects a grasping at straws 
when it became apparent that the ownership of tangible property was not a 
completely satisfactory measure of taxable capacity. For although the prop- 
erty tax was a tax on the thing (property) it was supposed to be measured 
by the ability of the person (owner). When, therefore, it appeared that many 
persons with income, and therefore taxable ability, did not own physical 
property in proportion to that ability, intangibles were added to the property 
tax lists. 

This assumes, however, that intangibles represent a capacity to pay dis- 
tinct from the physical property that they represent. The fallacy will appear 
clearly if we use an example. Assume two farms producing exactly equal net 
income. Let us say that each is worth $10,000. A buys his farm outright 
by the payment of $10,000 cash. B buys the other farm with a cash payment 
of $5000 and a mortgage of $5000. The capacity of the two farms to pay 
taxes is the same (though the capacity of the two farmers to pay taxes may 
not be equal). A and B are taxed on an assessment of $10,000 each. But C, 
who holds a $5000 mortgage on B’s farm is taxed upon his mortgage at the 
uniform rate. The income from which C’s mortgage tax will be paid is the 
income from his mortgage, which is income from B’s farm. In effect, there- 
fore, income from B’s farm is taxed 50 per cent per dollar more than is in- 
come from A’s farm. 

If no thought is given to incidence, it may be argued that B should be taxed 
only upon his equity in the farm ($5000), while C is taxed upon his equity 
($5000). Then income from the two farms would be taxed with equal 
severity. This would be reasonable (shifting aside), but it is not the way 
property tax laws are drawn. Introducing the factor of shifting, it is almost 
certain that the mortgage interest which B pays to C includes C’s tax. Thus 
the tax borne by B is actually 50 per cent greater than that borne by A, 
ignoring the possibility that taxes were shifted backward at time of purchase 
of the farm. 

It is thus seen that double taxation occurs through the taxation of wealth 
and the taxation of rights to that wealth. The principal argument against double 
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taxation follows from the fact that it is not uniform. If everything were taxed 
twice the effect would be no different than if everything were taxed once at 
double the rate. In our farm example above we found that two farms exactly 
alike were treated quite differently, as shown below. 

HEAL ESTATE TAX INTANGIBLES TAX TOTAL 

(at 3% tax rate) (at 3% tax rate) property tax 

A’s farm $300 none $300 

B’s farm $300 none! 

C’s mortgage on B’s farm none $150| 

Two alternative methods present themselves for elimination of this injustice. 
The first would be to provide for uniform double taxation, by taxing all rights 
to wealth whether or not actual documents exist. The effect would be as 
follows, assuming that because of uniform double taxation the tax rate could 
be halved. 



REAL ESTATE TAX 

INTANGIBLES TAX 

TOTAL 


(atlV 2 %) 

(atlV 2 %) 

EROPERTY TAX 

A’s farm 

$150 

none' 

1 

$300 

A’s equity in his farm 

none 

$150 

r 

B’s farm 

$150 

none" 



B’s equity in his farm 

none 

$ 75 


$300 

C’s mortgage 

none 

$ 75 




This would represent a highly cumbersome administrative approach to the 
problem of acquiring justice in the treatment of A and B. The same result 
could be accomplished much more simply by the outright exemption of in- 
tangibles, which would require both A and B to pay real estate tax of equal 
amounts ($300) on their farms. 

The usual objections to such exemption center around the fact that C, 
who holds property in a mortgage of $5000, is required to pay no tax on 
it. But any tax on C’s mortgage will almost certainly be shifted to B as the 
borrower, and not borne by C. 

Granted that taxation of mortgages results in undesirable double taxation 
of some property, is the same true of other intangibles? Examples similar to 
that which we have used in analyzing the double taxation of a mortgaged 
farm could be set up showing discrimination between a corporation whose 
stock and bonds are taxed in the hands of their owners in addition to taxa- 
tion of the physical property, and an unincorporated business having no 
stock or bonds outstanding. Stocks are indications of ownership of wealth, 
and not wealth itself. Clearly the income to stocks represents distribution of 
the income of the corporation; if the real and tangible property of the cor- 
poration are taxed as representing ability of the corporation to pay (or benefit 
enjoyed), ownership of stock does not represent a separate capacity. And 
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in the case of bonds, they are debts of the corporation, similar to mortgages. 
Taxation of the one is taxation of the other, and taxation of both is double 
taxation. Here again elimination of discriminatory treatment involves either 
complete double taxation of all wealth or exemption of intangibles. The latter 
is administratively the more sensible. 

Property taxation of intangibles is thus open to condemnation on the 
counts of both theory and practice. Intangibles do not constitute a separate 
ability to pay nor do they derive significant benefits separate from those ac- 
cruing to the wealth which they represent. Clearly there are no theoretical 
grounds upon which their taxation can be justified. The incidence of such 
taxes is almost inevitably upon the physical property, which makes for highly 
undesirable concentration of the double burden upon one person. On the 
side of administration, intangibles largely escape the tax lists, so the persons 
upon whom their double burden falls are principally those few who are the 
victims either of admirable honesty or pitiful unsophistication in the ways 
of evasion. When we combine these criticisms with the fact that the tax is 
proportional (as are all property taxes) and consequently not well designed 
to measure real ability to pay, it is difficult to imagine a more completely 
damning case against any tax. The unsuccessful efforts expended in attempt- 
ing to bolster administration of intangibles taxation in view of its lack of 
logical justification is one of the sadder commentaries upon state and local 
fiscal wisdom.'^ 

CLASSIFIED PROPERTY TAXES 

Classification of property for tax purposes has been frequently practiced 
among the states. Under a classified property tax it is intended to treat dif- 
ferent types of property differently. Differential treatment may be accom- 
plished in either of two ways; by applying different tax rates to different 
classes of property, or by applying the same rate to all classes and assessing 
the different classes at different proportions of full value. Three reasons for 
property classification are evident in the experience of the states. The first is 
to accomplish greater justice among types of property by adjusting the tax 
liability to differential capacity to pay. The second is a surrender to expedi- 
ency — granting concessions to those types of property which, in fact, largely 
evade taxation under the uniform rule, or to those underprivileged types 
which possess little opportunity for evasion. The third is to grant tax con- 
cessions to favored classes of property, irrespective of ability or of benefit 
(e.g., improved land, farm property, favored industries). 

riu 1951 only thirteen states legally exempted all intangibles from property taxes. 
(Tox Systems, 13th ed., Chicago, Commerce Clearing House, 1952, pp. 173-9). 
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Do different types of property actually possess different capacities to pay 
property taxes? It is of course true that some property produces greater net 
income than does other property. These differences are, however, reflected 
in capital values of the various property items. The value of a piece of 
property is determined by capitalization of the amount of the expected net 
return by the rate of return required upon investment in such property. There 
are thus three variable determinants of capital value: the amount of annual 
net income expected, the rate of return required on investments carrying 
given estimated risk, and the time factor involved in expected return — i.e., 
the period of time expected to elapse before receipt of income, and the dura- 
tion of the stream of income. Capital values of the various types of property 
thus take account of the variables presumed to indicate differences in ability 
to pay. If, then, all properly were assessed at full market value the capacities 
to pay per dollar of assessed value of all property would be equal.® We thus 
see that differential capacities to pay taxes do not exist in terms of true 
property values, though failure to assess accurately will frequently give tax 
bases which apply the tax quite unequally among property types. 

Granted that under proper assessment capacity to pay per dollar of as- 
sessed valuation is equal for different items of property, there are other ca- 
pacities which justify special treatment of particular types of property. 
Specifically, we note differential capacities to shift the tax and differential 
capacities to evade the tax. The tendency to shift intangibles taxes to the 
debtor imposes double taxation upon the physical property carrying the 
debt obligation. The tendency to shift some business property taxes to buyers 
of the product results in incidence far different from that contemplated by 
the tax itself. The total effect, therefore, of shifting is to impose tax burdens 
which are inconsistent with the notion of capacity of property to pay 
taxes. 

The capacity to evade property taxes is high in the cases of intangibles 
and of much tangible personal property. This being the case, the only prac- 
ticable alleviation of inequities among property owners of these classes is to 
place such property types in an exempt class. Such exemption may be con- 
sidered a type of classification for tax purposes. 

There is a further class of real property which offers practical difficulty 
from the point of view of public policy. Lands containing mineral or other 
exhaustible resources and lands used for production of timber cannot be 
taxed like farm land or residential land. The difficulty lies not in the theory 

8 This is true of the capacity of property to pay, but obviously not true of the capaci- 
ties of the owners of property. In the last analysis property ownership is clearly not a 
good measure of personal capacity to pay — real taxable capacity must be measured in 
terms of individual income (from property and other sources). 
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of property taxation but in practical conflict between tax policy and conserva- 
tion policy. Land containing mineral resources, if taxed annually on a base 
representing its true current value, encourages the rapid and often wasteful 
use of those resources. Since their quantity is limited, the total amount of tax 
imposed on them over the period of their existence will vary inversely with 
the rapidity with which they are used. In the interest of conservation and 
orderly use of such deposits, it is desirable to grant special treatment which 
will remove the tax premium upon rapid exhaustion. 

Taxation of forest land presents a somewhat similar problem. The eco- 
nomic use of forest resources requires that timber be cut only at the age most 
appropriate for lumber production. And conservation policy requires that 
cut timber be replaced with growing tunber. Application of the usual prop- 
erty tax to timber lands would assess annually those lands at values which 
include the current value of standing timber on them. The long period re- 
quired to grow timber to economic size would thus involve payment of a 
succession of annual taxes before any return is realized from sale of the 
product. Clearly this places a premium upon early cutting and discourages 
the planting of replacement timber. 

Proper taxation policy should remove the urge to waste and at the same 
time impose tax obligations upon such property which are in line with those 
imposed upon other taxed property. It is generally agreed that the logical 
solution is to combine low annual taxes upon such property with special 
yield taxes when the product is marketed. Such an arrangement would involve 
special classification of such lands for property tax purposes. 

Our general conclusion with respect to classified property taxes is that, 
if the property tax is to serve reasonably well, abandonment of the general 
property tax (uniform rule) is essential. Exemption of intangibles is indi- 
cated because they possess no taxable capacity and enjoy no benefits distinct 
from the wealth which they represent, and because practically it is impos- 
sible to bring a suflicient quantity of them into the tax lists to avoid serious 
injustice among taxpayers. When they represent indebtedness they are typi- 
cally shifted to the debtor-owner of wealth, and when they represent owner- 
ship the wealth which they represent is twice taxed. It is difficult to believe 
that such discrimination can have been consciously intended. 

Exemption of tangible personal property is necessary to avoid the in- 
justices arising out of evasion and the practical impossibility of proper assess- 
ment. It may be desirable for special reasons to impose special property taxes 
upon certain items of such property which can be brought into the rolls by 
recourse to registration records and can be reasonably assessed by reference 
to market prices of standardized items. Motor vehicles and boats represent 
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virtually the only types of tangible personal property items which possess these 
characteristics. 

Classification for exemption of such large areas of general property would 
limit the property tax to real estate — land and buildings. Such delimitation 
would reduce property taxation to administrable proportions. More scientific 
assessment methods could then be widely adopted under state authority, and 
the assessment task would be greatly simplified. Within the area of such 
limited applicability of the property tax the only special classification re- 
quired would be that of lands bearing exhaustible mineral and timber re- 
sources. Land in this exceptional category would be assessed for annual tax 
purposes as if it possessed no such resources while at the time mineral re- 
sources are extracted or timber resources marketed a special yield tax in lieu 
of additional property taxes would be imposed.® 

COUNTER.CYCLE USE OF PROPERTY TAXES 

Counter-cycle tax policy can make little or no use of property taxes. An- 
nual assessment and collection of property taxes oiler little opportunity for 
the type of immediate adjustability in payments required to serve counter- 
cycle purposes. In addition, the local nature of property tax administration 
militates strongly against the possibility of coordinated national counter-cycle 
property tax policy. And finally, the poor correlation of property ownership 
with personal income suggests relatively little effect upon consumption and 
investment were it feasible to buUd counter-cycle elasticity into the tax. In 
fact the continued existence of the property tax either in its present form 
or in the limited form suggested herein discourages adoption of state-collected, 
locally-shared personal income taxes which offer far brighter prospects for 
effective counter-cycle use.^® 

CONCLUSION: DISPOSITION OF THE PROPERTY TAX 

The persistence of property taxation, still generally under the uniform rule, 
is difficult to explain on logical grounds. Property ownership represents a 
highly inadequate measure of ability to pay taxes. The indeterminateness of 
general incidence suggests great difficulty in predicting or in allocating the 

® It is hoped that the reader realizes that the proposals here made are themselves a 
surrender to the inevitability of property taxation. Ideally the whole property tax con- 
cept should be eliminated, and state and local taxes on incomes substituted. But such 
radical departure frorn tax custom is hardly to be expected in the foreseeable future. 
For this reason, first aid in the form of classification (exemption) to alleviate the most 
immediate and evident pains is here recommended and described. 

to State income taxes will bo discussed in the following chapter. Simplification of the 
tax system— federal, state, and local— will be discussed in Chapter 24. It is therefore not 
desired to pursue this suggestion further at this point. 
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burden of the tax, and its vulnerability on account of difficulties in assess- 
ment and ease of evasion serves to climax a condemnation virtually com- 
plete. 

Its sole virtue lies in its age. Legislatures and taxpayers treat it with the 
veneration and deference commonly bestowed upon old age in polite society. 
There is no escaping the conclusion that tax inertia is the principal cause 
of its longevity, while the ease with which real property taxes are shifted 
backward through capitalization, the ease with which both tangible and in- 
tangible property taxes are evaded, and the comfort of competitive under- 
assessment, all help to make the property tax appear less burdensome and 
consequently more attractive than a fresh substitute. 

For these reasons it is highly unlikely that the property tax as the principal 
revenue dependence of local government will soon pass out of existence. 
However, a gradual decline is to be anticipated, encouraged by the growth 
of grants-in-aid to local governments from funds raised centrally, and by 
pressure of the growth of local expenditures which jolts local governments 
out of their inertia toward a search for new revenue measures. The erosive 
effects upon the general property tax of modem tendencies toward broader 
exemption and favorable classification can be expected to continue. But in 
the meantime major amputations are in order — ^with respect to intangible 
and to tangible personalty — ^in the interest of elementary justice. Without 
such vigorous action the disease of disintegration of taxpayer morale now 
attending the property tax may spread to other and more desirable revenue 
measures. 
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TAXATION 


Taxes imposed upon the incomes of individuals have attained major rev- 
enue importance in federal and state governments in recent years. In addition, 
nearly all recommendations for overhaul of tax systems call for even greater 
scope for these taxes. For these reasons we shall give particularly careful at- 
tention in our analysis to taxes upon personal net income. In this chapter 
we shall describe existing personal income taxes, their history, and their cur- 
rent revenue importance. In the three chapters following we consider prob- 
lems of income taxation, indicating several suggestions for improvement and 
the area of its application. In Chapter 24 we shall consider the place of per- 
sonal income taxes in a logical and simplified program of federal, state, and 
local taxation. 

Our earlier discussion has emphasized the importance of two basic facts 
in our tax thinking; (1) all taxes are eventually paid out of personal in- 
come, and (2) intelligent use of taxes implies knowledge of their incidence. 
The personal income tax recommends itself on both counts. Since the base 
of the tax is personal net income, it aims directly at the income streams 
from which taxes are eventually paid, and thus avoids the vagaries of indirect 
approaches through property ownership or purchases of particular goods. 
We have further noted (Chapter 12) that the incidence of a personal net in- 
come tax is relatively simple and well known — it is generally upon the income 
receiver and cannot be shifted. 

RECENT REVENUE IMPORTANCE OF PERSONAL 
INCOME TAXES 

Table 28 indicates the relative importance of personal income taxes in 
the revenues of the federal government for selected years since 1915. The 
statistics are not entirely accurate, and tend to err by attaching less relative 
importance to personal income taxes than they deserve. This error arises from 
the fact that in varying degrees in earlier years the federal corporation in- 
come tax — ^not included in personal income tax collections in the table — 
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TABLE 28 FEDERAL PERSONAL INCOME TAX REVENUES, SELECTED 

YEARS, 1915-19511 


YEAR 

PERSONAL 

INCOME TAX 

REVENUES 
($ million) 

TOTAL 

REVENUE 

RECEIPTS 

($ milHofi) 

RATIO OF INCOME 

TAX REVENUES TO 

REVENUE RECEIPTS 
(%) 

1915 

61 

698 

8.9 

1920 

1,075 

5,723 

18.8 

1925 

725 

3,608 

20.4 

1930 

1,147 

4,178 

27.5 

1935 

527 

4,030 

13.1 

1940 

1,496 

5,387 

27.8 

1945 

19,146 

47,750 

40.2 

1948 

20,998 

46,098 

45.5 

1951 

22,997 

53,369 

43.1 


represented collection at the source of personal income taxes on corporate 
dividends.^ 

The relative revenue importance of the federal personal income tax shows 
rather wide variability from period to period. This variability is due to (1) 
long-term growth in importance of this tax from its begimiing in 1913 to the 
present, (2) fluctuations in national income (particularly evident in 1935), 
and (3) rise and fall in the use of other tax measures (e.g., intensive use of 
commodity taxes in 1935). There is clear indication, however, that in spite 
of varying relative revenue importance of the personal income tax, it has 
been for some time a highly significant element of the federal revenue system. 

Use of personal income taxes by state governments has shown gradual 
increase over a period of time. Twenty-nme states were using such taxes in 
1951;® the rates were uniformly low in comparison to federal rates (ranging 
from a typical 1 per cent minimum to a typical 5 per cent maximum), and 


1 Sources: 1915-1940: Statistical Abstract, 1916, p. 627; 1922, p. 566; 1928, p. 179; 
1932, p. 173; 1939, p. 179; 1943, p. 251, 1945-1951: Annual Report of The Secretary 
of The Treasury, 1951, p. 723. 

2 Full discussion of this point must be postponed until we discuss the federal corpora- 
tion income tax, in the two following chapters. Briefly, until 1936, individuals did not 
pay normal tax on cash dividends from corporate stocks, because the corporation had 
already paid a tax on the earnings from which dividends were distributed. However, 
individuals did pay surtaxes on dividend income. In 1936 individuals were subject to 
both normal and surtaxes on dividend income, in spite of the fact that the corporation 
paid income tax on its earnings before distribution. It is therefore clear that (until 1936) 
some part of corporate income taxes represented personal income taxes paid at the 
source. 

s From Tax Systems, 1952, Chicago, Commerce Clearing House, pp. 12-154. Three 
states are excluded from this count, as the “individual income taxes” in force in New 
Hampshh-e, Ohio, and Tennessee were merely taxes on the income from intangibles, 
serving as substitutes for property taxation of intangibles. 
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exemptions were relatively high. The revenue produced by state individual 
income taxes in 1951 was $805 million.^ This represented only 6.1 per cent 
of total state revenues other than grants, and indicates the relative unim- 
portance of personal income taxes among the states as a group. And even 
in those states employing such taxes, their revenue contributions are gen- 
erally relatively minor. It is clear that a major reason for the relatively 
insignificant use of the personal income tax by the states is the general 
supposition that this field of taxation is largely pre-empted by the federal 
government. 

Use of personal income taxes by local governments is virtually nonexistent. 
Though information is scattered and incomplete, it appears that not more 
than eight or ten cities employ this form of taxation, including the District 
of Columbia; Philadelphia; Louisville and Paducah in Kentucky; and Colum- 
bus, Dayton, Toledo, Youngstown, and Springfield in Ohio. With one ex- 
ception (District of Columbia) these cities apply a low, single tax rate, and 
with the exception of the Kentucky cities, none is located in a state employing 
a personal income tax. 

EARLY HISTORY OF FEDERAL PERSONAL 
INCOME TAXATION 

THE CIVIL WAR INCOME TAX. The first federal tax upon personal 
incomes was legislated in 1861, to be payable in 1862. It was imposed upon 
all individual income, at a flat rate of 3 per cent and with exemption of the 
first $800 of income per year. In 1862 rates and personal exemptions were 
altered, and fragmentary progression was introduced into the tax. Under 
this tax, income between $600 and $10,000 per year was taxed at 3 per 
cent, and income over $10,000 was taxed at 5 per cent. A further increase 
in rates occurred in 1865, when incomes between $600 and $5000 were 
taxed at 5 per cent and all over $5000 at 10 per cent. The 1865 law repre- 
sents the most intensive application of the Civil War income tax. In 1866 
some 460,000 persons paid personal income taxes of approximately 73 mil- 
lion dollars.® The tax was repealed in 1872, having produced revenues totaling 
approximately 350 million dollars since 1861. 

The question of constitutionality was inevitably raised against the Civil 
War income tax,® although by and large it was accepted almost whole- 
heartedly during the period of war enthusiasm. The constitutional issue was 

^Compendium of State Oovernment Finances, 1951, p. 6. 

®Most of the facts concerning the Civil War income tax are taken from Davis R. 
Dewey, Financial History of the United States, 11th ed.. New York, Longmans, 1931, 
pp. 305, 306. 

^Springer v. United States, 102 U. S., 586. 
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raised under Article I, Section 9, which forbade federal levy of a “capita- 
tion or other direct tax” unless it was levied “in proportion to the census 
or enumeration.” Since the tax in question was levied according to income 
and not according to census enumeration, the nub of the problem was whether 
a personal income tax is a direct tax. The plaintiff maintained that the tax 
was direct, and cited an imposing list of then eminent economists, including 
Adam Smith, John Stuart Mill, and J. B. Say, whose writings unquestionably 
testified to the directness of the tax in the economic sense. The Court found, 
however, that “. . . direct taxes, within the meaning of the Constitution, 
are only capitation taxes, as expressed in that instrument, and taxes on real 
estate; and that the tax of which the plaintiff in error complains is within the 
category of an excise or duty.” A personal income tax was thus found to 
be legally an indirect tax, and its use declared to be within the federal power. 

THE INCOME TAX OF 1894fi Congress enacted a personal income tax 
law in 1894 which was to tax personal incomes in excess of $4000 annually 
at a fixed rate of 2 per cent. The law was passed with the support of western 
and southern legislators over the virtually unanimous opposition of the east. 
The tax, with its high personal exemption, would have been borne almost 
exclusively by residents of the eastern states, and was regarded as a discrim- 
inatory attack upon the wealthy classes. 

In Pollack v. Farmers’ Loan and Trust Co.,® the Supreme Court deter- 
mined the law to be unconstitutional with respect to the taxation of the income 
from real estate and the income from municipal securities. With respect to 
the first point, the issue was whether a tax on the income from real estate 
was a direct tax, and therefore unconstitutional unless levied according to a 
census enumeration. The Court found that usage both in tax literature and 
in English judicial practice identified such a tax as being direct. Neverthe- 
less, as in Springer v. U. S., the Court was compelled to accept not general 
usage but the intent of the framers of the Constitution as to the meaning of 
the term. The opinion stated; 

Nothing can be clearer than that what the Constitution intended to guard against 
was the exercise by the general government of the power of directly taxing persons 
and property within any state through a majority made up from other states.^® 

Thus a tax on property would contravene the constitutional protection of the 
minority against the majority, and “we are of the opinion that the law in 

•^Ibid., 602. 

8 Cf., Dewey, op. cit., pp. 456-8. 

9i57 U. S. 429 (1894). 

10/6W., 583. 
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question, so far as it levies a tax on the rents or income of real estate, is a 
violation of the Constitution, and is invalid.” 

Concerning the validity of a tax on the income from municipal securities, 
the Court concluded that such a tax is “a tax on the power of the states and 
their instrumentalities to borrow money, and consequently repugnant to the 
Constitution.” On a rehearing of the case in 1895 to rule upon two points 
in the original case upon which the Court was equally divided, it was de- 
termined that the tax on the income from personal estates was a direct tax, 
and that the law did not meet tbs constitutional requirement of uniformity. 

The 1894 tax was therefore abortive; the decision of the Court — a com- 
plete reversal of the decision in Springer v. U. S. — closed the way to federal 
taxation of personal incomes except through amendment to the Constitution. 

THE CORPORATION TAX OF 1909 AND THE SIXTEENTH AMEND- 
MENT. In the Springer case the Court had declared that the Civil War tax 
was an excise (an indirect tax) and thus the constitutional rule of apportion- 
ment was not applicable. This conclusion with respect to excises was re- 
iterated in the Pollack decision, though in that decision the personal income 
tax was declared to be a direct tax and not an excise. In 1909 a federal ex- 
cise upon corporations for the privilege of doing business was enacted, 
imposing a 1 per cent rate upon the net income of corporations in excess of 
$5000. This tax was interpreted to be an excise measured by net income, and 
thus was held to be an indirect tax.^* 

Modern taxation of personal incomes in the United States dates from rati- 
fication of the Sixteenth Amendment in 1913. The Amendment reads: 

The Congress shall have power to lay and collect taxes on incomes, from what- 
ever source derived, without apportionment among the several States, and without 
regard to any census or enumeration. 

A personal income tax law was passed immediately after ratification of the 
Amendment (1913), largely to offset the revenue losses anticipated from 
reduction of certain tariff rates by legislation of that year. 

The principal features of the Act of 1913 were the following: ( 1 ) A normal 
tax of 1 per cent on net income over $3000 per year ($4000 for a married 
couple) . (2) A surtax (in addition to the normal tax) upon higher incomes, 
at progressive rates of 1 per cent on incomes between $20,000 and $50,000 
and reaching a maximum of 6 per cent on incomes over $500,000. (3) 

i2 76i4., 586. 

13 158 U. S. 601. 

I'l In Flint v. Stone Tracy Co., 220 V. S. 107. 
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Treatment of capital gains (realized gains from the sale of capital assets) as 
income, and capital losses as deductions from income. (4) Use of the cor- 
poration income tax as an instrument for collection of taxes on dividend 
income at the source. By this arrangement the 1 per cent tax on corporate 
income was a substitute for the 1% normal tax on individual income de- 
rived from corporate dividends. The individual did not pay normal tax on 
dividend income because the corporation had paid it for him.^® 

OUTLINE OF FEDERAL INCOME TAX COMPUTATION 

We shall briefly and broadly outline the steps in calculation of the amount 
of personal income tax payable under present law, primarily to give the 
reader an impression of the nature of net income for federal tax purposes, 
and to lay the foundation for later analysis of problems in income tax theory 
and practice. 

It is necessary to keep in mind that a tax imposed upon personal net in- 
come requires uniform definition of net income. The law must so define net 
income that it means essentially the same thing to many different taxpayers, 
deriving their incomes from different sources and in different forms. This 
definition of net income must, for practical reasons, be spelled out in terms 
of the items included in and excluded from gross receipts, and the specific 
items deductible from gross income to arrive at a uniformly determined figure 
of net income. In the discussion which follows we shall be interested in broad 
categories of items, and not in the intricacies of unusual cases. 

1. GROSS RECEIPTS. The gross receipts of the individual represent his 
receipts during the year in money and in kind. They are in general salaries, 
wages, interest, dividends, rents, royalties, and profits. If the individual’s 
salary is paid partly in money and partly in kind (e.g., the use of a house), 
both are included in gross receipts. Although practice has varied among the 
revenue acts, capital gains and losses typically enter to some extent into the 
calculation of gross receipts. Capital gains represent the net appreciation 
realized from sale during the year of capital assets not directly a part of the 
taxpayer’s business or profession.^® Gross receipts thus include in general 
everything received during the year by the taxpayer. 

10 Actually, collection at the source was more widely employed than, is indicated above. 
The Act of 1913 required all persons and corporations to deduct the tax of 1 per cent 
on all rent, interest, and salaries over $3000 paid to other persons. The income recipient 
was then excused from payment of normal tax on such income upon which the tax had 
been paid at the source. We shall be interested in the problem of integration of corporate 
and personal income taxes; it is for this reason that we have above pointed particularly 
to collection of the tax on dividend income at the source. 

IS Analysis of the treatment of capital gains and losses will appear in the following 
chapter. 
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2. GROSS INCOME. Certain stated exclusions are made from gross re- 
ceipts in order to calculate gross income. The more important of these ex- 
clusions from gross income are: 

1. Benefit payments received during the year from life insurance policies, 
annuities, and endowments. Since the premiums previously paid on such 
contracts are not deductible for tax purposes, it would be unjust to tax both 
the income used for premium payment and later the proceeds which these 
premiums had purchased. Clearly both are not income, any more than with- 
drawals from one’s bank deposit constitute the receipt of income. 

2. Gifts and bequests received. These are deductible from gross receipts 
of the donee, since the donor has already paid the tax upon them as a part 
of his income. 

3. Interest received on state and local debt obligations. Interest on state 
and local obligations is excluded as a matter of constitutional requirement. 

4. Certain payments to military personnel. This is a matter of specifie 
legislative favoritism to this class of government employee; the reasons for 
it are obvious. 

The exclusions from gross income are thus designed to avoid double taxation 
of the same income, and to exempt certain types of income for special 
reasons. 

3. NET INCOME. Having determmed gross income of the individual, vari- 
ous further deductions are made to arrive at net income. The principal de- 
ductible items are; 

1. Business expenses. When gross income is of a business nature, clearly 
business expenses (as distinct from personal expenses) must be deducted 
before net income can be determined. Such expenses will include payments 
for wages, materials, interest, depreciation, etc. When gross income is not 
from business, but in the form of salaries or wages, certain comparable de- 
ductions are allowed. Interest paid on personal indebtedness is deductible 
on grounds that it reduces the “netness” to the individual of his salary or 
wage. 

2. Net losses from fire, theft, or other casualty, and bad debts. These are 
capital losses of special types not elsewhere provided for in the law. They 
represent impairment of the capital position of the taxpayer, the items lost 
having been previously purchased with income subject to tax. 

3. State and local taxes paid. This deduction is allowed to avoid taxing 
income already contributed to government. The major exception to this class 
of deductions is special assessments, which are not deductible on the grounds 
that they represent payments for improvements which directly enhance the 
value of property owned. 
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4. Charitable contributions. The contributions deductible are only those 
to recognized organized charities, and freedom of such contributions from 
tax liability is a measure to encourage these charities. Contributions to re- 
ligious organizations and non-profit educational institutions are similarly 
deducted. The over-all amount of such deductions allowable is established by 
the tax law, the limit generally being stated as a percentage of net income. 

5. Medical and dental expenses. This deduction was first allowed by the 
1942 law. It relates to those extraordinary expenses which, unless deductible, 
would make net income an inaccurate measurement of ability to pay. The 
amount of such expenses deductible has so far been limited to those in ex- 
cess of 5 per cent of gross income. 

6. Alimony paid. This deduction avoids double taxation of income used 
for payment of alimony. Congress has recently transferred its sympathies in 
the matter of broken marriages. Formerly alimony received was excluded 
from gross income, and the payer was subject to tax on that part of his in- 
come used for alimony payment. Currently the payer is allowed to deduct 
alimony paid and the receiver enters it as gross income and pays the tax. 

7. Over-all deductions. The taxpayer is (in recent laws) given an option 
of a lump-sum deduction in lieu of listing specific items indicated above. The 
“short form” is constructed on the assumption of deductions amounting to 
about 10 per cent of gross income; while gross incomes in excess of $5000 
take the lesser of a standard deduction of $500 ($1000 for husband and 
wife) or 10 per cent of gross income. This provision is made in the interest 
of simplifying the task of preparing returns. 

It will be seen that the deductions from gross income represent principally 
costs of earning the net income, unusual and uncontrollable expenses, and 
specific contributions. After these deductions from gross income are made, 
the remainder is net income. 

4. APPLICATION OF TAX RATES. Net income as computed by the steps 
outlined above is still not the base of the tax. The base, or “taxable net in- 
come,” is deter min ed by subtracting the personal exemptions from net 
income. Allowance of the personal exemption and credit for dependents 
provides a tax-free amount of net income supposedly adequate for the main- 
tenance of a minimum standard of living. Clearly some allowance for living 
expenses must be made if the tax is to be adjusted to ability to pay. On the 
other hand, it would be infeasible to allow the individual to deduct an amount 
which he feels is necessary living expense, or what he has actually spent as 
living expenses. Such a provision would allow so much latitude as to defeat 
the possibility of equal treatment among taxpayers. The amount of the per- 
sonal exemption has varied as frequently and almost as widely as the rates 
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of tax throughout the three decades of modern use of the personal income 
tax. 

When taxable net income is computed, two taxes are independently ap- 
plied to that base. The normal tax has generally been at a flat rate, while 
the surtax has more recently carried steeply progressive rates.^^ The Revenue 
Act of 1945 (applicable to 1946 and 1947 incomes) for the first time ap- 
plied normal and surtax rates to the same base.i® Previous to that Act, 
normal tax net income was different from surtax net income. The principal 
factors in this difference have been dividends from taxed corporations (in- 
cluded in surtax base but not in normal tax base) , some federal bond interest 
subject to surtax and not to normal tax, and frequently a larger exempt mini- 
mum before surtax liability begins. 

Through the period since 1913, marked changes in rates and personal 
exemptions have occurred in the federal mcome tax. We have seen that the 
rates applied in the 1913 law were: a normal tax rate of 1 per cent on income 
above the personal exemption of $3000 per year ($4000 in the case of 
married couples), and surtax rates of 1 per cent on incomes between $20,000 
and $50,000, and reaching a maximum of 6 per cent on that part of surtax 
net income in excess of $500,000. By contrast, the rates applied by the 1951 
Act are as illustrated on p. 323. 

The complete schedule of surtax rates in the 1951 Act is reproduced here 
in order to demonstrate three facts worth noting. The first is that modern 
personal income tax rates have increased impressively since 1913. The second 
fact is that the highly progressive character of the personal income tax is 
found in the surtax and not in the normal tax. The third is that, contrary to 
a view widely held, a higher income before taxes leaves a higher income after 
taxes, in spite of steeply progressive rates. Surtax net income within a given 
bracket pays at the same rate no matter what the size of total surtax net in- 
come of which it is a part. It is therefore not possible to have larger net 
income after taxes by keeping income below the higher-rate brackets, although 
the rate of taxation in the higher brackets may, in unusual cases, make the 
receipt of larger income not worth the effort required to acquire it. 

Our outline of the structure of the federal personal income tax has been 
intended to acquaint the reader with the American technique of taxing per- 
sonal incomes. We have omitted many details, and the characteristics listed 
are not found in all federal income tax laws since 1913. We shall have oc- 

irSome of the income tax laws during the period have imposed minor progression 
under the normal tax. 

18 With the one exception that certain government bond interest is excluded from the 
normal tax base while it is included in the surtax base. The existence of outstanding 
bonds carrying normal tax exemption appears to have been the obstacle which has made 
impossible the combination of normal and surtax into a single schedule of progressive 
rates on a single income base. 
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casion to treat some aspects of the tax more fully in the following chapter. 
Nevertheless, there are certain tax objectives clearly evident in our skeletal 
outline. In the first place, it is intended to include for tax purposes income of 
all types, avoiding the hit-and-miss character of other taxes which, although 
they are paid from personal income, are not imposed directly upon it.^® In 
the second place, the tax takes elaborate cognizance of the principle of 

Normal Tax; 3% on net income in excess of personal exemption of $600 each 
for the taxpayer and his dependents. 

Surtax: Surtax net income is net income less the same personal exemptions 

as in normal tax, plus some bond interest. The rates of surtax are 
as follows; 

If surtax net income is; The surtax is; 
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The above rate schedule applies to a single income receiver. If the return is a 
joint return of husband and wife, the tax is two times the tax as calculated with 
one-half of combined income allocated to each separately. For a single head of a 
family (with dependents living with him) a different schedule applies, providing 
slightly lower rates. 

19 The reader is advised that the term “income” may have various meanings and the 
meaning adopted in federal income tax practice is only one of them. It seems unwise, 
however, to raise the question seriously at this point, for it will be treated in the following 
chapter. 
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ability to pay, in its working definition of income as represented by the list 
of exclusions, deductions, and exemptions, in its provision for an untaxed 
minimum of income required to maintain a minimum standard of living, 
and in its progressive schedule of rates. There is, however, room for end- 
less argument whether any given act has accomplished reasonable justice 
among income classes, for there are few benchmarks for absolute measure- 
ment of justice. Nevertheless, there is ample evidence of serious and reason- 
ably successful efforts to cut through the confused miscellany of gross per- 
sonal receipts toward a practicable and uniform definition of net income 
which represents ability to pay. And finally, one becomes acutely aware of 
the multitude of points at which adjustment becomes possible — adjustment 
toward greater equity if there be need for it, and adjustment to accomplish 
compensatory objectives of a counter-cyclical nature. At the same time, the 
very complexity of the measure which provides these opportunities for ad- 
justment presents problems of administration which can be met only under 
conditions of high taxpayer morale. 

COVERAGE OF THE FEDERAL PERSONAL INCOME TAX 

It was not until early in the Second World War that the federal personal 
income tax was extended to include a major portion of the income receivers 
of the United States. This extension of coverage was dictated by great need 
for revenue and by the anti-inflation program. Continuing post-war revenue 
needs, a realization of the desirability of taxation by means of the personal 
income tax, and the remarkable increase in personal incomes have brought 
about a continued broadening of the popular base upon which the tax rests. 

TABLE 29 PERSONAL INCOME TAX COVERAGE, SELECTED YEARS, 

1916-1948 20 


YEAR 

TOTAL 

RETURNS 

(thousands) 

TAXABLE 

RETURNS 

(thousands) 

TOTAL TAX 

($ millions) 

TAX PER 

RETURN 

W 

PROPORTION 

OF POPULATION 

PAYING TAX 
(%) 

1916 


429 

173 

403 

.4 

1919 


5,333 

1,269 

238 

5.2 

1924 


7,370 

704 

96 

6.4 

1929 

4,137 

4,044 

1,002 

248 

3.3 

1934 

4,198 

4,094 

511 

123 

3.2 

1939 

7,715 

7,633 

928 

122 

5.5 

1942 

35,973 

27,285 

9,046 

331 

20.6 

1945 

49,965 

42,651 

17,050 

400 

30.8 

1948 

52,072 

36,411 

15,442 

428 

24.8 


20 Figures of returns and taxes paid taken from Treasury Department, Statistics of 
Income; population statistics used in the calculation are census figures. Non-taxable 
returns were not reported prior to 1929. 
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Table 29 presents certain data demonstrating personal income tax cover- 
age for selected years between 1916 and 1948. It will be noted that the pro- 
portion of the population making taxable returns was extremely smaE prior 
to 1942. In a very real sense, the federal income tax, before World War II, 
was a “rich man’s tax.” In 1948, on the other hand, some 83 per cent of 
the total labor force made returns, and 58 per cent paid personal income 
taxes.^^ Though the average tax per return in 1945 and 1948 was almost 
identical with that in 1916, it will be understood that this average tax was 
paid in the two later years by persons on the average much farther down in 
the real income scale. 

The proportion of the population making returns in any given year will 
depend principaUy upon two variable factors: (1) the size and distribution 
pattern of national income, and (2) the provisions of the tax law itself re- 
specting the amount of income exempt from taxation. The increased number 
of returns since 1939 has been due both to increased incomes and radically 
reduced personal exemptions. The decrease in number of taxable returns in 
1929 and 1948 resulted from increased exemption, while that in 1934 was 
caused by lowered income levels in spite of the offsetting ef ect of a lowering 
of exemptions by the Act of 1932, 

The total of tax paid depends upon the level of income, the amount of the 
personal exemptions, and the schedule of rates applicable in the law. Of the 
three years (1924, 1934, and 1948) shown in the table in which there was 
marked decline in total tax paid, the first and third are due to rate reductions 
and raised exemptions, and the second to reduced national income. The 
amount of taxes paid per return through the period considered suggests little 
with respect to the variables involved. Generally speaking, a high tax per 
return indicates high rates on taxable income. This may result from concen- 
trating taxes on relatively high incomes, as was the case in 1916,^^ and to 
a lesser degree in 1929, or from imposition of heavy rates on the majority 
of incomes, as in 1942, 1945, and 1948. 

An important determinant of the number of persons subject to tax is, of 
course, the amount of individual income granted exemption. Because the in- 
come distribution pattern is such that the large majority of individuals re- 

21 “Labor force” in 1948 was estimated to have been 62.7 million persons. (Statistical 
Abstract of the United States, 1949, p. 174). The “labor force” is made up of ail per- 
sons 14 years old or over who were in the labor market, including, in addition to those 
involuntarily unemployed and those with jobs, persons who were self-employed. It 
should be recognized that the relation of tax returns to labor force does not give an 
exact proportion of income receivers making returns. Some returns were made on in- 
come from sources other than employment by persons not in the labor force. Neverthe- 
less, the relation is a useful ready approximation. 

22 Personal returns in 1916 were principally surtax returns (at relatively highei 
rates), since a large part of the normal tax (typically at low rates) was collected at 
the source through the corporation income tax. See p. 319 infra. 
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ceive net incomes (as defined by the tax law) in the lower income brackets, 
a relatively minor change in personal exemptions will cause marked change 
in the number of persons subject to tax. Estimates showing variations in 
probable income tax coverage and revenues with minor variation in exemp- 
tions under conditions obtaining in early 1947 are given in Table 30. 

TABLE 30 ESTIMATED NUMBER OF INDIVIDUAL INCOME TAXPAYERS 
AND REVENUE UNDER VARIOUS EXEMPTIONS, 1947 23 


[a. Single persons 
exemptions! h. Married couples 
[c. Additional de- 
pendents (each) 

NUMBER OF 

taxpayers 

WITH NET 

INCOME 

UNDER 

$3000 

(000) 

NUMBER OF 

TAXPAYERS 
WITH NET 

INCOME 

OVER 

$3000 

(000) 

TOTAL 

NUMBER OF 
TAXPAYERS 
(000) 

TOTAL 
expected 
REVENUE 
($ million) 

1. 

a— $500; b— $1000; c— $500 

40,813.1 

7,731.5 

48,544,6 

16,692.0 

2. 

a— $600; b--$1200; c— $600 

36,232.4 

7,584.4 

43,816.7 

15,046,1 

3. 

a— $700; b— $1400; c— $700 

30,748.6 

7,268.4 

38,017.0 

13,658.3 

4. 

a— $800; b~ $1600; c— $400 

31,811.4 

7,680.2 

39,491.6 

13,383.2 


Much may be said for broad coverage of incomes for tax purposes. This 
is particularly true if the extension of personal income taxation takes place 
at the expense of other less attractive tax measures — i.e., substitution of per- 
sonal income taxes for other forms. For as we have seen, the objectives of 
taxation, in terms of known incidence and controlled allocation of burdens, 
are far more nearly possible of accomplishment under the personal income 
tax. There is the further morale advantage of direct taxation, in which tax 
payment is a separate act on the part of the payer. The taxpayer is then 
aware of the taxes he pays, and the act of tax payment is generative of an 
interest in the financial affairs of government. No such morale advantages 
inhere in tax schemes which hide the tax as an indefinite and unknown ele- 
ment of the price of a good. 

COLLECTION AT THE SOURCE 

Payment of the tax on income on the occasion of its realization has for 
a long time been an integral part of the British system. Collection at the 

23 The estimates are made on the assumptions of tax rates effective in 1947 under the 
Revenue Act of 1945, and national income of $166 billion. Adapted from Table G, 
accompanying the testimony of the Secretary of the Treasury, Individual Income Tax 
Reduction, Hearings, House Committee on Ways and Means, on H. R. 1, Eightieth 
Cong., 1st Sess., 1947, p. 32. 

2<iA condensed and very useful treatment of the use of collection at the source is 
George E. Lent, “Collection of the Personal Income Tax at the Source,” Journal of 
Political Economy, October, 1942, pp. 719-37. 
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source has been utilized by the federal government of the United States to 
a greater or lesser degree since the beginning of the modern income lax in 
1913. Of those states employing personal income taxes, only a small minority 
utilize collection at the source. The British plan dates from 1803, and has 
been applied to investment income and to salaries paid by the government 
and by the railroads since that tiine.^“ Collection at the source involves de- 
duction of the tax on personal income by the maker of the income payment. 
The tax is thus withheld on the occasion of the realization of income, and 
the income receiver is thereafter exempt from personal tax upon this tax- 
paid income. The objective is to make tax collections from relatively few 
sources, obviating a large number of small individual returns. 

. The 1913 federal income tax in the United States provided for extensive 
use of collection at the source by two methods. The first required any per- 
son or concern making payment of wages, salaries, interest, etc. (except 
dividend payments) to any individual in excess of $3000 to deduct the 1 
per cent normal tax at the time of payment. The receiver of the mcome was 
then not taxed under the 1 per cent normal tax upon the income so received, 
but he was required to pay surtax if his total net income was large enough 
to be subject to it. The second method of collection at the source worked 
through the 1 per cent corporation net income tax. The corporation paid this 
tax on its net income, and dividends received by the individual were exempt 
from the 1 per cent normal tax. Thus, many individuals had all or a part of 
their normal tax paid at the time of receipt. Those whose incomes were of 
the business type, from the sale of goods or services, were subject to payment 
of normal taxes, since there was no vehicle for deduction at the source. 

This extensive use of collection at the source was not to continue long. By 
an amendment of 1917, those making payments of wages, salaries, interest, 
etc. (except dividends) were relieved of the obligation to deduct the tax at 
the source except in the case of payments to non-resident aliens. The re- 
ceivers of such mcomes were then required to pay normal tax. Having aban- 
doned collection at the source on such income payments to most individuals. 
Congress by the Act of 1918 adopted “information at the source,” requiring 
those making substantial income payments of these types to report the amount 
and recipient of the payment. This scheme was adopted to provide informa- 
tion against which individual returns could be checked. The substitution of 
information at the source for collection at the source (except in the case of 
corporate dividends) continued until 1942. 

The use of the corporate income tax as the vehicle for collection of per- 
sonal normal tax at the source began its disintegration with the Act of 1918. 

25 Cf., Lent, op. cit, p. 720. 
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By that Act, dividends in the hands of individuals continued to be exempt 
from normal tax on the grounds that this tax was being collected from the 
corporation through the corporate income tax. However, the corporate tax 
may be considered an acceptable collecting instrument only when the corpo- 
rate tax rate is identical with the personal normal tax rate. Lacking such 
identity, dividend incomes become subject to treatment different from that 
applied to other types of income. By the Act of 1918, the corporate tax rate 
was established at 12 per cent, while rough progression was introduced into 
the personal normal tax rate: 6 per cent on the first $4000 of taxable in- 
come; 12 per cent thereafter. Thus dividend mcome as a part of total taxable 
income not greater than $4000 was taxed (through the corporation) at 12 
per cent, while other types in an equal total income were subject to a rate 
only half that severe. This departure from identity in corporate and personal 
rates began a series of modifications which eventually resulted in complete 
disappearance of the original intent to utilize the corporate tax as a vehicle 
for collection at the source. By the Act of 1936, corporate income was taxed 
at progressive rates ranging from 8 to 15 per cent without exemption of 
dividends distributed. (No such exemption has ever been allowed.) At the 
same time, dividends received were taxed in the hands of individuals under 
both the normal tax (4 per cent) and the surtax (4 to 75 per cent). Divi- 
dend incomes thus were required to pay the corporate tax as corporate in- 
come and later the personal taxes as personal income, while other types of 
income were taxed only in the hands of individuals. With this Act, therefore, 
we may say that the original system of collection of personal taxes at the 
source had completely disappeared. Corporation income was regarded as 
separate and distinct from individual income. 

The reasons for collection at the source were originally purely administra- 
tive — ^to reduce the number of personal returns to a minimum and to collect 
the major part of the tax through centralized responsibility for payment. At 
the same time, however, there was the advantage of partial collection at the 
time the income was realized, providing some current tax payments. This 
was beneficial both to government and to the taxpayer. However, when in- 
come tax burdens are not heavy, such advantages are relatively minor. The 
reasons for abandonment of collection at the source by 1936 are varied. In 
the first place, only under proportional rates was collection at the source 
simple and not administratively burdensome upon the payers of income. 
Thus, the scheme worked to reduce the number of returns only with respect 
to normal tax; those individuals with large incomes were still required to 
make a surtax return. Further, in the case of incomes other than from cor- 
porate dividends, the sources from which collection was made were many. 
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and the advantages in fewer returns were not marked. Thus it is doubtful 
that the total administrative problem was greatly simplified by collection at 
the source. So far as taxation of dividends at the source is concerned, its 
abandonment can hardly be accounted for on grounds other than that cor- 
porate income appeared to be too easy a target for productive additional 
taxes, regardless of the discrimination involved. 

In the early years of World War II, conditions required the introduction 
of collection at the source on a broad scale. Extension of the coverage of 
the income tax by radical reduction of personal exemptions brought, as we 
have seen in Table 29, almost five times as many returns in 1942 as had been 
required in 1939. This meant a great many returns on small incomes, with 
the danger of widespread evasion which could be curbed, if at all, only by 
unusual administrative diligence and at heavy financial cost. Thus, it was de- 
sirable to require payment by those who could have little motive for par- 
ticipating in evasion, since they were the payers and not the receivers of 
the income. In addition, the great extension of coverage brought under the 
tax for the first time many persons who were unsophisticated in the ways 
of income taxation. Their personal income records were typically quite inade- 
quate, and many of them would have experienced great difhculty in correctly 
computing their taxes payable, even with the assistance of the tax return form. 
The administrative advantages of collection at the source were thus great. 

But there were other advantages to collection at the source during the war 
period, both to taxpayers and to government. Prior to the Current Tax Pay- 
ments Act (1943), the income tax return was made on March 15 on the 
income of the preceding calendar year. Payment could then be made in equal 
quarterly installments beginning with March 15. This meant that payment 
of the tax on the income of a given year was made during the following year. 
There were three great disadvantages in this during the war period. The first 
was that with broad coverage at relatively high rates, persons would be re- 
quired to prepare for relatively large cash payments on quarterly tax dates. 
The tax on a given year’s income was typically actually paid out of the fol- 
lowing year’s income, since few persons anticipated tax payments far enough 
ahead to prepare for them by current saving. It was thus apparent that much 
heavier taxation under the old scheme of delayed payment would impose 
serious hardship and possibly a high degree of tax delinquency. This would 
be particularly true in the case of fluctuating incomes. It was thus a service 
to the taxpayer to collect the tax in the manner least burdensome to him — 
in small amounts on paydays. The second great disadvantage was that to 
government, which would receive the revenue return from its heavier taxes 
only approximately a year after they were legislated. Under the system of 
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current tax payments, revenue from the heavier levies became immediately 
available, and government had ample immediate use for them. 

The third disadvantage in continued use of the old system of delayed tax 
payments lay in its inability to perform the necessary anti-inflation tax func- 
tion during the war. The severe taxes were imposed partially to take spend- 
able funds from the public and thus reduce the upward pressure upon prices. 
During a period of rapidly increasing national income and growing scarcities 
of consumable civilian goods, it was obviously essential to remove excess in- 
comes from the market as they were earned. 

Granted the benefits to all concerned in the institution of a scheme of 
current tax payments, the question may be raised why such a scheme im- 
plied collection at the source. The reasons are administrative. Weekly returns 
by income receivers who receive their incomes on a weekly basis would 
create a frightful burden both upon the taxpayer and upon the Treasury. 
The simplest way to administer the plan was clearly to collect the tax at the 
source and to require the employer to furnish a statement of taxes withheld 
to the employee at the end of the income period. 

The inauguration of a scheme of current tax collections at the source 
was not without its difficulties and disadvantages. The principal difficulties 
were (1) the difficulty involved in initiating current tax payments in any 
year while payments under the old delayed-payment scheme were being made 
on the previous year’s income, (2) the difficulty in application of progressive 
rates to incomes from several sources, and (3) the difficulty involved in 
current collection arrangements applicable to those incomes received not in 
large amounts from few sources but in small amounts from many sources. 
We shall discuss these difficulties and the techniques adopted separately. 

When the current tax payment scheme was inaugurated in 1943, most 
taxpayers had made but one or two quarterly installment payments on the 
tax on their 1942 incomes. Had all paid up their 1942 taxes in a lump sum 
on March 15, 1943, the current tax payment scheme could have been in- 
augurated later that year with little inconvenience. But most individuals 
planned to pay their 1942 tax quarterly out of 1943 income, and a doubling- 
up of 1942 and current 1943 taxes upon 1943 income would have been un- 
bearable. There were thus only two possible solutions to the dilemma. One 
was to excuse all taxes on 1942 personal income except the first quarterly 
payment made March 15, 1943, The other was to postpone (actually drop) 
the current tax payment plan. Clearly the advantages of the plan were so 
great as to dictate adoption of the former solution, and all but the first 
quarterly installment on 1942 income were cancelled or, in cases where they 
had already been paid, returned. The Treasury thus lost a major part of the 
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revenue on 1942 incomes, though its 1943 personal income tax receipts were 
greater than they would have been under the old system. 

The application of progressive rates to withheld taxes (i.e., taxes collected 
at the source) presented a problem never before faced. The reader wUl recall 
that earlier experience with collection at the source had been related only 
to the proportional normal tax. But under a progressive tax, it became neces- 
sary for the withholder to apply the proper exemptions and deductions 
granted to the income receiver. The withholding tax was applied to salaries 
and wages; the wage earner was required to deposit with his employer a 
statement of his withholding (personal) exemptions. The amount of tax 
withheld for the pay period was determined by withholding tables which al- 
lowed for a round sum of deductions from gross income regarded as standard 
for income receivers in general. At the end of the year, therefore, the total 
of taxes withheld on wages or salaries for the year would approximate, but 
probably not exactly equal, the tax payable when calculated on an annual 
basis. For the deductions allowed the individual taxpayer might vary from 
the standard deductions provided for in the withholding table. Or the tax- 
payer might have received gross income for part of the year below the amount 
of personal exemption, and thus pay no tax, while for the remainder of the 
year his income might have been high enough to subject him to withholding 
tax. For the whole year, therefore, his income would have been such that if 
computed on an annual basis he would have paid less total tax than was actu- 
ally withheld. The solution to this problem was to require a return covering 
his whole income for the year by the following March 15, calculating the tax 
payable on an annual basis. If the tax so computed was in excess of the total 
of tax withheld as shown on his withholding receipts, he paid the difierence 
in a lump sum. If the total annual tax so computed was less than taxes with- 
held, he was entitled to a refund. The plan thus works to collect approxi- 
mately the amount of the tax currently, and to settle the difference at the 
end of the year. 

The third difficulty in current tax payments related to those incomes to 
which the withholding plan could not feasibly be applied. Such incomes in- 
cluded those in the form of interest, dividends, rents and royalties, and those 
created by the sale of goods and services to miscellaneous buyers in the 
market. To take an extreme example, it would be clearly impracticable to 
require the consumer to withhold the income tax on that income of the inde- 
pendent corner grocer created by the purchase of a dozen eggs. It would be 
impossible to establish standard tables of withholding rates, even if admin- 
istration of such a scheme were possible. And in the case of interest, divi- 
dend, and similar incomes, it is likely that fewer returns would result if 
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income were reported and the tax paid by the income receiver than if with- 
held at the source. Further, since such incomes commonly come to the receiver 
from several sources, it is much simpler to apply progressive rates, personal 
exemptions, and deductions to such incomes in their totality. These types 
of income were therefore excluded from the withholding plan, and taxed in 
the hands of their receivers. How, then, could current tax payments upon 
such incomes be accomplished? The Act required all persons not included 
under the withholding plan who anticipated taxable income to file a declara- 
tion of their estimated income and estimated amount of tax on that income 
at the beginning of the year' or portion thereof during which such income is 
anticipated.^® The estimated tax is payable during the year in which it is 
earned, in equal quarterly installments.^'^ Since the estimated tax is paid, 
over- or underpayments are adjusted by a final return for the year showing 
actual income and actual tax liability. 

By the provisions of the Current Tax Payments Act, substantially all per- 
sonal incomes are subject to tax during the year in which they are received.^s 
The degree of currency depends somewhat upon the pay period. The with- 
holding tax collects weekly from incomes received weekly, and monthly 
from incomes received monthly. Those not subject to withholding pay their 
tax quarterly through the calendar year. The advantages of such a plan, both 
to taxpayers and to government, are clearly evident. There are, however, 
certain costs connected with it which are worthy of note. It represented a 
radical departure from earlier tax procedures, and therefore required a re- 
education of all taxpayers. Other things equal, such radical changing of the 
rules is undesirable, particularly in the case of income tax, which is by nature 
complex and difficult for the individual taxpayer to learn. It embodies an 
element of uncertainty, both to the taxpayer with respect to the amount of 
tax which he will finally pay, and to the Treasury.^® Since the tendency of 

26 This requirement applies to professional and business men, and persons receiving 
income in the form of interest, dividends, rents, and royalties, whose gross income from 
such sources is expected to exceed $100 for the year. Also included in this requirement 
because they are specifically exempt from the withholding tax on wages are farmers, 
domestics, and ministers of the gospel. Further, persons whose wages are subject to 
withholding are required to file a declaration if their wage income exceeds $4500 for 
the year plus personal exemptions. This requirement results from the fact that they are 
liable to tax in excess of the amount withheld at the source. 

2T If the declaration is made during the second quarter of the year, the tax is payable 
in three equal installments; if made during the third quarter, in two installments, etc. 

28 In 1951, of individual income tax collections totaling $22,997 million approximately 
60 per cent represented taxes withheld, 40 per cent not withheld. 

29 In fiscal 1951 the Treasury made refunds of tax overpayments amounting to ap- 
proximately $2V4 billion. This includes all repayments of income and profits taxes, and 
does not therefore fairly represent an overpayment bias in the withholding tax. Annual 
Report of the Secretary of the Treasury, 1951, p. 116. 
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the withholding tax is toward overpayment, and refunds are not made until 
after the final annual return is made, the wage receiver is frequently in the 
position of a forced lender of small amounts to the Treasury. 

Two types of administrative burden are imposed by current tax payments. 
The plan places great responsibility upon the employer, who is required to 
act as agent for the taxpayer. The record-keeping responsibilities, the ac- 
cumulation of data on withholding exemptions of employees, and the issuing 
of withholding receipts, hnpose relatively heavy burdens. Accounting by the 
Treasury is likewise made more onerous with the great increase in number 
of individual collections and the increase in number of refunds. 

With the increased costs involved in administration of a system of current 
tax payments and collection at the source, the balance is still heavily in favor 
of the system. It is doubtful that the severe taxes of the war and immediate 
postwar period could have been administered without some such plan. Ex- 
perience with the withholding and current payment plan has obviously ac- 
customed taxpayers to it, and reduced the adjustment frictions involved. 
Simplification and perfection of techniques can reduce some of the present 
uncertainties and improve administration, thus reducing other costs involved. 
It is probable that there will never be a return to the old system of “year- 
late” payments, partly because of satisfaction with the present system and 
partly because of the difficulties involved in transition. In fact, it was largely 
the transition problem which held up introduction of the current tax pay- 
ments system until wartime fiscal needs demanded it. 

STATE PERSONAL INCOME TAXES 

We are concerned in this section with taxes imposed by state governments 
upon the general personal incomes of individuals. In 1952 there were twenty- 
nine states employing such taxes.^® This count does not include all states 
which use what they may refer to as “income taxes,” for many apply busi- 
ness taxes to the net income of certain types of business enterprises, and 
some states employ special taxes on the income of certain intangibles as a 
substitute for the taxation of these intangibles under the property tax. This 
latter group consists of the states of New Hampshire, Ohio, and Tennessee. 
The Massachusetts income tax began in this manner, but the base has been 
so broadened as to make of it a general personal income tax. 

Of the twenty-nine states currently employing individual income taxes, 
thirteen adopted this form of taxation prior to 1930 and the remaining six- 
teen between 1930 and 1937. Three other states employed individual in- 

3® Tax Systems, 13th Edition, Chicago, Commerce Clearing House, 1952. 
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come taxes at some time during the thirties, but subsequently abandoned 
them. A very considerable stability in the use of this form of tax is evident 
from the information given above. Adoption of the personal income tax fay 
a state, whatever its original intent, has meant its permanent use. 

In general, we may say that those states which enacted personal income 
tax laws prior to 1930 did so out of a desire to improve their tax systems in 
the direction of greater justice. Although in a few cases taxation of incomes 
began as an attempted new approach to the property taxation of intangibles, 
the major portion intended substitution of the income tax for the property tax 
at the state level. Motives for enactment of state income tax laws during the 
thirties were principally two : ( 1 ) To substitute new revenues for ailing prop- 
erty tax revenues during depression, and (2) to provide net new revenue to 
finance the state contribution required to qualify for federal grants-in-aid, 
principally for aid to the needy and specifically for the Old Age Assistance 
program. These latecomers were guided more fay the pressures of expediency 
than from the conscious desire for long-range improvement in their tax sys- 
tems.^^ 

Of the thirty-one states with personal income taxes in 1937, more than 
half devoted substantially the whole of the revenues from this tax to the gen- 
eral funds of the state. This means that revenues were not shared with local 
governments, and were not earmarked for particular goveriunental purposes. 
In seven more states the revenues were used by state government, but dedicated 
to specific purposes. In three such cases the revenues were dedicated to pub- 
lic schools, in two others to relief of the needy, and in the last two they were 
divided between the general fund and school funds. In four states the revenues 
were divided between state and local governments, and in two others sub- 
stantially the whole revenue was returned to local governments. In the six 
states last mentioned there is strong suggestion that the tax had its origin as 
a substitute for property taxation of intangibles. By and large, however, a 
survey of the personal income taxes now in force indicates an intent to re- 
duce the tax burden upon property. As indicated above, in some cases this 
decision resulted from free choice on the long-run merits of the case, and 
in others resulted from the failure of property tax revenues to hold up in de- 
pression. 

In general structure the state income taxes follow the pattern of the fed- 

Indeed, the special tax commission of 1933 in Connecticut recommended the emer- 
gency use of a sales tax to supply the revenue deficiency rather than a personal income tax, 
partially on the grounds that the former, being a bad tax, would more likely be repealed 
at termination of the emergency than would an income tax, whose desirable qualities 
might well establish it as a permanent institution. 
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eral tax, except that the state tax is typically a single tax at gradually pro- 
gressing rates, and not a combination of normal and surtax. The definition 
of gross income, the list of deductions, and the types of personal exemptions 
(though not the amounts), are similar to those of the federal tax. All but 
two of the states employing general personal income taxes in 1952 taxed 
incomes at progressive rates. The rates themselves and the degree of progres- 
sion are very mild compared with the federal income tax, though the income 
blocks to which particular rates apply are typically small and maximum rates 
are reached rather quickly. The majority of rate schedules begin at 1 per cent 
and apply to taxable incomes below one or two thousand dollars. The highest 
rate varies between 3 per cent (one state) and 15 per cent (one state), with 
greatest concentration between 4 and 6 per cent. Great variation exists in 
size of the income bracket to which the top rates apply. This variation ranges 
between incomes in excess of $4000 and those in excess of $100,000, with 
no apparent typical pattern. 

The moderation shown by the states in the taxation of personal incomes 
is probably explainable in terms of the general belief that the federal gov- 
ernment has “pre-empted” the personal income tax field, leaving relatively 
little “free” income available for other governments to lake. Curiously enough, 
the very holding of this belief makes it true in a sense. For although all taxes 
fall on income and therefore there is as much income available for taxation 
by one measure as by another, failure to realize this simple truth tends to 
establish a political limit to income taxation well before the economic limit 
is reached. On the other hand, since state income taxes are deductible in cal- 
culating federal income tax, it is somewhat surprising that states have not 
adopted income taxes during the recent period of high federal tax rates. The 
larger income receiver, who benefits from itemizing deductions when calcu- 
lating his federal income tax, thus finds that the state tax represents a con- 
siderably smaller net share of his income than is indicated even in the modest 

82 These two states are Maryland, which imposes flat tax rates of 5 per cent on the 
income from investments and 2 per cent on other income; and Massachusetts, where 
various rates are applied, but not progressively. The Massachusetts tax distinguishes 
four types of income and applies a different rate to each. These types and their rates 


are: 

1. Annuity income 1.5% 

2. Income from employment or business 2.5% 

3. Capital gains from sale of intangibles 6.0% 

4. Dividends and certain interest 6.0% 


Here is a real curiosity in the field of income taxation. In part it reflects the evolution 
of the tax from an intangible property tax. It is a “classified income tax,” possessing 
hardly a trace of the principle of ability to pay, opening the way to punitive legislative 
attacks upon particular classes of income receivers. 
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rates applied to income by the states/’^ To the degree that payment of the 
state lax saves on federal tax, revenue is in effect transferred from the federal 
government to the state government.®^ 

The problem of sharing important revenue sources among governments at 
various levels is one which requires special study and is a problem much 
broader than that presented by duplication of personal income taxes alone. 
We shall have occasion to raise this problem in its broader aspects in a later 
chapter in connection with discussion of simplification of tax systems. 

In this chapter we have centered our attention upon the descriptive as- 
pects of personal income taxation. Little has been said about its theory. The 
broad outlines of income tax theory have been suggested at several points 
in our previous discussion. The taxation of incomes is clearly founded upon 
the principle of ability to pay. It proceeds upon the fact that all taxes are 
eventually paid from the stream of personal income, and that intended re- 
sults in terms of the allocation of burdens are more likely to be accomplished 
by direct levy upon that eventual source of tax payments. The federal income 
tax, and most state income taxes (on individuals) employ progressive rates. 
This is in line with the principle of diminishing marginal sacrifice per dollar 
as the magnitude of income before taxes increases. Reasonable questions 

33 An example will show this effect. The rates below are “effective rates,” f.c., average 
rates on the whole of net income for a married couple without dependents. The rates are 
those in effect in 1948. 


NET 

INCOME 

FEDERAL 

RATES 

(%) 

N. Y. 

STATE 

RATES 

(%) 

COMBINED, 

WITHOUT 

DEDUCTION 

OF STATE 

FROM 

FEDERAL 

i%) 

COMBINED, 

WITH 

DEDUCTION 

(%) 

NET 

EFFECTIVE 

RATE 

N. Y. 
(%) 

$ 3,000 

9.96 

.33 


10.24 

.28 

10,000 

16.21 

2.90 

19.11 

18.24 


20,000 

21,24 

4.81 

26.05 

23.84 

2.60 

100,000 

46.40 

6.57 

52.97 

47.94 

1.54 


84 If state income taxes are deductible from gross income, the relief from federal tax 
is only the state tax times the effective rate of federal tax. But if state taxes are credited 
against the federal tax (as they are partially in the case of death taxes), the relief from 
federal tax is the whole amount of the state tax. Suppose the state tax were $100, and 
the federal tax $400 computed without allowance in any way for state taxes. If the 
effective rate of federal taxation is 20%, then allowing deduction of state taxes from 
gross income for federal tax purposes would provide .20 x $100, or $20 relief from 
federal taxes, reducing federal taxes to $380 and malting the total federal-state tax bill 
$480. If, however, state taxes paid were allowed as a credit against the federal tax, the 
federal tax would become $300, and the total federal-state tax bill would be $400. The 
latter arrangement, if unlimited, would almost certainly result in wider adoption of the 
personal income tax for state and local use. 
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may arise concerning the desirability of a particular pattern of progression. 
So far as the states are concerned, however, their rate patterns can hardly 
he set up without regard for the federal tax, which is the major tax upon 
personal incomes. Thus, under present circumstances, state personal income 
tax rates tend to be established in terms of the ability of various incomes 
to pay after meeting their federal tax obligations. 

But there is another reason why no consideration of the fine points of in- 
come tax theory has been undertaken in this chapter. These fine points of 
theory naturally arise in connection with the analysis of a number of par- 
ticularly perplexing problems which have consistently beset federal tax prac- 
tice in the United States. These problems we have reserved for treatment 
in the following chapters. In the process of their analysis we shall be required 
to investigate lines of cleavage between the theory and practice of income 
taxation, with a view to pointing out where improvements are in order. 
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Ecker-R, P. L., “The Place of the State Income Tax in a Period of Expanding 
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CHAPTER 17 THE NATURE OF 
NET /NCOME FOR 
TAX PURPOSES 


If a tax is to be imposed upon the “net income” of individuals, it is essen- 
tial that net income be defined in such a manner as to accomplish the theo- 
retical and practical objectives of the tax. More specifically, the definition 
must be precise in its inclusiveness; it must lend itself to consistent applica- 
tion to the various types of income; it must be logical or “correct,” so that 
its application accomplishes justice among taxpayers; and it must define a 
magnitude which is possible of objective measurement. 

It is common in economics to use the term “income” in the sense of a flow 
of satisfactions from capital or labor. This is real or psychic income, and 
doubtless for purposes of analyzing individual or general welfare represents 
income in its truest sense. But although basically income is satisfactions, use 
of the term in this sense for tax purposes presents difficulties of various 
orders. In the first place, it is useless in income taxation unless translated into 
monetary terms, for the tax base must be stated in dollars. But to take this 
step involves some loss of preciseness and accuracy in the relation between 
real income and money income. For if real income represents a flow of satis- 
factions, money income is the market values of the goods and services which 
provide those satisfactions. But what guarantee have we that the expenditure 
of ten dollars on goods by one person actually provides the same satisfac- 
tion to him as the expenditure of the same amount of money by another? By 
taking a dollar in taxes from each of these persons, therefore, we cannot 
be certain that both have sacrificed exactly the same amount of satisfaction. 
Were there some dependable, objective measure of the amount of satisfac- 
tion yielded, this measure could be used as the clearly proper income tax 
base. Lacking such a measure, we are forced to accept the closest approxi- 
mation to it — ^money income — ^fully recognizing that in taking a step away 
from real income we use a measure which is somewhat inaccurate. 

The economic definition of income as real income raises problems in de- 
termining at what stage it is to be measured for tax purposes. We have al- 

338 
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ready seen that it cannot be measured at the stage of realization — ^the crea- 
tion of enjoyment. But if we use money income, shall we measure it at the 
stage of use for purposes of enjoyment? It is often assumed that since real 
income is psychic, money income must be measured at the point nearest to 
the realization of that psychic income. For this reason it is frequently pre- 
sumed that the most accurate money measure of true income is the money 
value of the goods and services producing true income. But this is too fre- 
quently taken to mean the value of consumers’ goods purchased. A little 
reflection will show, however, that satisfactions are not only consumer satis- 
factions. For real income (satisfaction) can be gained from savmg for future 
enjoyment or from giving away a part of one’s money receipts. In fact, sav- 
ing and giving frequently occur because the satisfaction so derived is actually 
greater than the satisfaction which would otherwise have been realized by 
expenditure on consumption. Suppose that two individuals are in the same 
personal situation and receive salaries of the same size. If one spends more 
on consumption than does the other, it is by no means clear that the first 
derives more immediate satisfaction from his salary than does the second. 

The point at which money income should be measured is that point at 
which it comes into the hand of the receiver — when it is available for dis- 
posal by him for consumption or saving. For the disposal of income must be 
presumed to follow the principle of maximizing satisfactions, whether that 
income is used for consumption or saving. It is over the question of savings 
that a considerable amount of disagreement has arisen. Are savings income? 
If real income is narrowly defined as the enjoyment derived from consump- 
tion alone, savings are not income, and money income must be measured 
after division into the consumption and saving streams. On the other hand, 
if real income is broadly defined to include all satisfactions derived from the 
disposal of monetary receipts (after deductions of cost of production of those 
receipts), it is measured before disposal, and savings are income. The broader 
definition is preferred because it measures more accurately current ability to 
pay taxes, and the tax is levied at the time when ability to pay first exists. 
It relates ability to pay to what the receiver could get in satisfaction from 
the use of his net receipts, rather than what he did get from their disposal. 
And the definition preferred here places government’s claim on a par with 
those of personal consumption and saving, rather than to place government 
in the position of residual claimant after disposition of income between con- 
sumption and saving has been determined upon by the individual. 

The question whether savings should be considered income for tax pur- 
poses implies a possibility of discriminatory taxation of savings. Clearly, if 
that part of receipts which goes into savings is taxed before saving takes 
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place and again when dis-saving (expenditure) occurs, discrimination results. 
The alternatives are to tax savings and exempt dis-savings, or vice versa. 
Such discrimination can obviously be avoided by definition of income in the 
tax law. Administratively, however, there is a clear preference for the former 
method (the method used by all income taxes at the present time). The latter 
method would require exemption of savings in the individual’s tax return, 
and would require both detailed personal accounts of the disposition of in- 
come and great difficulty in checking the accuracy of returns. It would require 
also the inclusion in taxable income of such troublesome items as withdrawals 
from bank deposits and the proceeds of sales of securities and other personal 
capital assets. On practical grounds, therefore, there is distinct preference 
for defining income as personal net receipts from capital and labor prior to 
disposal. And on the grounds of theory there are elemental aspects of justice 
in taking the position that two persons with the same net receipts before 
disposal and in the same personal situation have equal capacity to pay taxes. 

By defining income for tax purposes as net receipts before disposition 
for consumption and saving we impose taxation upon funds destined to be- 
come a part of the individual’s capital. But to say that this is the taxation of 
capital is to deny that capital is created out of income, a denial obviously 
not square with the facts. For capital is a fund (of money or goods) created 
out of savings from income. But there is another aspect to the problem of 
distinction between capital and income. The income tax is not intended to 
be paid out of capital, and thus reduce the capital of an economy. It is essen- 
tial, therefore, that the definition of income exclude that portion of receipts 
which are themselves capital. The simplest example is that of depreciation. 
The reader will recall that in our discussion of the nature of gross national 
product and net national income, we found it necessary to deduct from GNP 
that part of the stream of annual output which must be reserved for replace- 
ment of the capital which produced the output. Without such deduction, a 
part of “national income” would not be income from capital, but the capital 
itself. In the process of production specific items of capital are used up, some 
m a short period and others over a longer period. This using-up, or loss of 
service value, is depreciation. If replacement (or creation of reserves for re- 
placement) does not take place out of gross output — or gross receipts — ^the 
fund of capital moves toward depletion. Net additions to the fund of capital 
will occur out of income, but existing capital is not maintamed out of income. 

To deal adequately with the necessity for distinction between capital and 
income in the flow of gross receipts (in the case of a national economy, a 
firm or an individual) the definition of income for tax purposes must lay down 
a general principle for exercising the distinction in practice. Mr. J. R. Hicks’ 
“central criterion” of income will serve us well for tax purposes: , a 
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person’s income is what he can consume during the week and still expect to 
be as well off at the end of the week as he was at the beginning.” ^ Stated 
more generally, and in monetary terms, the income of an individual for any 
period of time is the money value of that part of his gross receipts (in money 
and in kind) which can he used up without impairing the prospects of equiva- 
lent gross receipts in any following similar period. Quite clearly, according 
to this definition, depreciation is not income, while net additions to capital 
occur from income. We shall see in later applications of the definition to 
questions of income tax policy that some such definition of net income is 
essential to the practice of justice among taxpayers. 

We turn now to several problems of personal income taxation which have 
been and continue to be troublesome. Our specific interest will be in ap- 
plication of the definition of income to these problems, and in discussion of 
the possibilities of applying the definition in tax practice. 

WHAT IS AN INDIVIDUAL INCOME? 

The individual income tax need not utilize the individual person as the 
object of taxation. As a matter of fact, the rationale of the ability to pay 
principle would seem to utilize the notion of ability to pay not of the indi- 
vidual, but of the income-receiving and income-spending unit, generally com- 
posed of a group of individuals. Other things equal, a single person without 
dependents has greater capacity to pay taxes per dollar of income than does 
the head of a family. Thus, we may say that ideally it is the income of the 
spending unit and not that of the individual income receiver which should 
constitute the tax base. The federal income tax allows husband and wife to 
file either joint or separate returns m cases where both actually receive in- 
come. In the former case, income deductions and exemptions are combined, 
and the two incomes are treated as one. Under personal income tax provisions 
operative since 1948, husband and wife may “split” their combined incomes 
equally in a joint return, whether or not then actual incomes are equal and 
whether or not one spouse has any income at all. Thus, in almost every 
case some tax advantage is to be gained by the joint return. For the tax 
liability under a joint return is equal to twice the tax on half of combined 
income; and under a schedule of progressive tax rates, the effective rate rises 
as income rises and tax savings are made by applying lower effective rates 
to half the income and multiplying the result by two. Suppose, for example, 
the husband has taxable income of $8000, while his wife has none. The 
effective rate (the average rate per dollar of the whole taxable income) on 
an $8000 taxable income is 27.9 per cent, and the tax would be $2196. By 

1 Value and Capital, Oxford, 1939, p. 176. Cf., also H. C. Simons’ definition (b), 
Personal Income Taxation, Chicago, University of Chicago Press, 1938, p. 49. 
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Splitting the $8000 income into equal parts, the effective rate on each $4000 
is 23.2 per cent, and the tax on each half would be $936. Twice this amount, 
or the total tax liability under income splitting, is $1872, providing a tax 
saving of $324 by using the joint return. It is evident that the cases where 
joint return and income splitting would not produce tax savings are those 
in which (a) combined incomes in the joint return fall in the first (lowest) 
tax bracket, as would the sum of the individual incomes, or (b) where the 
separate incomes of husband and wife fall in the same bracket for surtax 
purposes. 

In the table on page 323 the marginal surtax rates under the 1951 Act 
were shown. Table 31 below modifies this picture to present a more realistic 
picture of effective tax rates under this law. The table shows effective com- 
bined normal and surtax rates on selected amounts of taxable income when 
separate returns and when joint returns are made. The effective rate is de- 
termined by dividing the tax payable by the taxable income. It is evident 
that the schedule of effective rates for a separate return is more moderate 
than the schedule of marginal rates shown on page 323. Further, the splitting 
of income by married couples is shown to modify the rate of progression sig- 
nificantly downward. For example, we hear that “net incomes of sixteen 

TABLE 31 EFFECTIVE RATES, NORMAL AND SURTAX COMBINED. UNDER 
SEPARATE AND JOINT RETURNS 


INomnUAL OR 

JOINT TAXABLE INCOME 
($) 

EFFECTIVE RATES, 
SEPARATE RETURN 
(%) 

EFFECTIVE RATES, 

JOINT RETURN 
(%) 

2,000 

22.2 

22.2 

4,000 

23.2 

22.2 

6,000 

25.2 

23.0 

8,000 

27.9 

23.2 

10,000 ' 

29.6 

24.4 

12,000 

31.6 

25.2 

14,000 

34.0 

26.3 

16,000 

36.3 

21.9 

18,000 

38.5 

29.0 

20,000 

40.6 

29.6 


42.5 

31.0 

26,000 

46.1 

32.9 

32,000 

50.1 

36.3 

38,000 

55.2 

39.6 

44,000 

55.7 

42.5 

50,000 

57.8 

45.3 

60,000 

61.0 

48.9 

70,000 

63.7 

51.1 

80,000 

66.2 

56.5 

90,000 

68.3 

57.2 


70.2 

57.8 

150,000 

76.9 

65.1 


80.4 

70.2 
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thousand dollars are subject to fifty per cent rate of tax.” This is technically 
true in the sense that a few marginal dollars are subject to that rate. But 
the effective rate on a taxable income of $16,000 is 36 per cent under sep- 
arate return; a 50 per cent effective rate does not apply until taxable income 
reaches $32,000. And under the joint return with income splitting the 50 
per cent rate is not reached until combined taxable income is about $70,000. 
These rates are unquestionably high; they are, however, less high than thev 
are frequently understood to be. 

The provision for the joint return of husband and wife is a provision of 
long standing in the federal law. Income splitting, however, added a new 
feature to the joint return, and has worked to eliminate two potentially serious 
injustices in earlier practice. The first of these injustices arose between house- 
holds having similar incomes earned under different circumstances. Suppose 
two families, each of which receive taxable income of $6000 per year. In 
family A, this taxable income is earned entirely by the head of the household. 
In family B, $4000 of taxable income is earned by the husband and $2000 
by the wife. Family A would have paid, under the 1945 Act, $1540 tax, 
while family B, using separate returns, would have paid $1420. But if ability 
is to be measured by family net income, these two families have equal ability 
to pay taxes. Under income splitting, effective since 1948, these families 
are treated alike. The second injustice prior to 1948 was that which permitted 
married couples in the few “community property” states to make separate 
returns, each spouse being taxed on one half of the income. Since this fre- 
quently permitted taxation of income at lower rates in the progressive scale, 
community property provided tax favoritism to residents of those states. The 
income splitting provision in effect extended this advantage to all. 

THE INCOME PERIOD FOR TAX PURPOSES 

The selection of the year as an arbitrary period during which incomes 
are presumed to be earned may cause serious practical injustice among per- 
sonal income taxpayers. The period during which an income is earned quite 
obviously is frequently not identical with a calendar period. The federal law 
requires the return to be made on the basis of a twelve-month period, though 
this need not necessarily be the calendar year — ^it may be any twelve-month 
period corresponding with the taxpayers’ system of maintaining accounts. 
The important fact is, however, that the personal income tax operates upon 
a cash basis rather than on an accrual basis. Thus, an income is presumed 
to be earned when it is received. Although this is generally acceptable in 
the case of wages, salaries, interest, and dividends, it is frequently quite un- 
acceptable with respect to profit and royalty incomes. 

It is accepted as typical in the business community that the first few years 
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of a new business involve relatively low net income, and in many cases losses. 
The costs of starting a business are partially those of building up good will. 
Later income which results from good will is not, therefore, allocable solely 
to the twelve-month period in which it is received. A doctor or a lawyer may 
well be required to live frugally while he builds up his clientele to the point 
where respectable net income is received. Of course, during the years when 
he makes no income he pays no tax. But this does not affect the size of the 
tax which he eventually pays out of then current income. 

Suppose we take the case of a writer, who struggles along for a period of, 
say, three years during the writing of a novel. During the three-year period 
he either lives on his savings, on charity, or takes time out to write bits here 
and there from which he earns enough to finance himself while preparing his 
major work. Let us assume that he has no taxable income during the three- 
year period. During the fourth year his novel is published and is successful, 
bringing in royalties in that year which give him taxable net income of $60,- 
000. If he is taxed as if the whole amount were earned in the one (fourth) 
year, his tax would be approximately $36,600, calculated at 1952 rates. 
Clearly it is reasonable to state that the income was earned over a period 
of four years, and if it were allocated in equal portions over the four years 
his total tax for the four years would have been about $21 ,000.^ We here face 
a basic problem in ability to pay. In the example just cited, the real ability 
to pay taxes in any one year for the novelist’s income of $60,000 is consider- 
ably less than the ability to pay from an income of the same size which is 
consistently at that level from year to year, yet a tax which assumes income 
to be earned in the twelve-month period in which it is received does not take 
account of such differences in ability to pay. 

It is not often feasible to take account of these differences by the calcu- 
lation of income on an accrual basis, for two reasons. The first is that it is 
generally impossible accurately to forecast the amount of income eventually 
to be received. Our novelist, our doctor, or our lawyer cannot know with 
any degree of accuracy what his future income is to be, and cannot therefore 
accurately calculate a tax on accrued income during the years before cash 
income is received. The second objection to taxation of accrued income is 
that in the early years before cash income is received the taxpayer might be 
subject to great inconvenience in raising the necessary cash for tax payment. 

The same objective may be accomplished by the operation of a “carry- 
back” system of computing the final tax. When the income is actually re- 

2 Calculated, unrealistically, at 1952 rates. Since tax rates rose twice during the four- 
year period, the saving would actually have been greater because income allocated to 
earlier years would have been taxed at lower rates. 
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ceivcd, the tax liability can be computed on the basis of what it would have 
been had it been received in equal installments during the period while it 
was being earned. Such a system overcomes both difficulties mentioned in 
the paragraph next above.^ But there is as much reason for carrying forward 
as for carrying back. What we have said about those incomes which represent 
a long period of production can equally be said for incomes which fluctuate 
from year to year for any cause. Losses of one year must be met by income 
of another, and it is impossible to say that losses are always met out of prior 
income; they may be and are met from future income. And even if net losses 
do not occur, the tendency under conditions of fluctuating income is to use 
income from high-income periods during low-income periods. 

Aside from the justice aspect of carry-over and carry-back provisions, 
there is the incentive aspect. Any economic pioneering venture involves rela- 
tively high risk of loss, along with the possibility of unusually high gain. If, 
therefore, losses in periods of low income are to be ignored while gains in 
periods of high income are heavily taxed, the prizes to be gained from eco- 
nomic venturesomeness are made less attractive while loss possibilities are 
made no more so. A dynamic economy, with heavy dependence upon risk- 
taking investment, will do well to avoid unnecessary burdens upon risk-takers. 
The calculation of income for tax purposes over a period longer than a year 
would almost certainly encourage the type of new and more risky investment 
which is required in order to maintain a high level of national income. The 
question may be raised whether this is not a matter more properly applicable 
in the taxation of businesses than in the taxation of individuals. The answer 
is that it applies to both. The net income of unincorporated business ventures 
is taxed by the individual income tax, and corporations have no monopoly 
upon investment and the acceptance of business risks. 

We have not so far been concerned with the mechanics of a carry-over 

3 Since 1948 there has been some provision for spreading certain lump-sum com- 
pensation over the period of production. The conditions are, however, restrictive, for 
(a) the work involved''must have covered at least a 3-year period, and (b) at least 
80 per cent of the total compensation must have been received in the year in which 
it is taxable. Our author in the example above would qualify under (a), but probably 
not under (b), for his $60,000 income might well be less than 80 per cent of the total 
of royalties to be received from the novel. If he did qualify, he would spread the $60,000 
equally over the four-year period and pay the tax which would have been due in each 
of the four years. The income allocated to a previous year would be taxed at the then 
existing rates on this amount when added to whatever other income was taxable in 
those years. This provision is, of course, too restrictive to include very many cases of 
irregular income. The widely noted case of General Eisenhower’s tax saving on receipts 
from his book. Crusade in Europe, involved an entirely different matter. On that oc- 
casion it was ruled that the General was not by profession an author, and his receipts 
were in return for the sale of property. He was thus subject to capital gains tax, dis- 
cussed later in this chapter. 
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provision in the tax. But it is a problem which must be met if the principle 
is to be adopted. Our analysis to this point would imply that incomes re- 
ceived should be spread for tax purposes over periods longer than a year. 
Ideally the longer period would embrace those years while the individual is 
intended to be self-supporting. Federal income tax laws formerly allowed 
children less than eighteen years of age to be considered dependents of their 
parents. It would be reasonable to assume that the age of eighteen years 
represents the age at which persons typically become economically independ- 
ent. Thus, the carry-over of credits against later income need not begin be- 
fore the age of eighteen is reached. It should then be applicable until death. 
For practical reasons, however, it would probably be wise to carry credits 
forward or backward for a limited period only, since the longer the period, 
the greater the complexity of calculation. Professor Simons recommends “a 
simple averaging device” by which the carry-over and carry-back provisions 
would be applied.^ If income were computed on the basis of a five-year mov- 
ing average, with annual settlement of over- and underpayment, a great 
deal of progress could be made toward justice to the recipients of fluctuating 
income. Such an averaging device could not be “simple” in an absolute 
sense, but minor corner-cutting such as is characteristic of the “short form” 
at present would eliminate many complications which present themselves.® 
Carry-over and/or carry-back provisions have frequently been employed, 
both in the United States and elsewhere. These have applied only to the 
carrying over of losses from year to year, and have related only to net busi- 
ness losses. Thus the averaging of income over a period of years — as sug- 
gested here — ^has not been attempted, and even the carry-over or carry-back 
of losses has not included losses in general. The carry-over of net business 
losses has been allowed under both the personal income tax (personal in- 
comes from unincorporated business) and the corporation income taxes. 
Under the 1951 Act, net business losses could be carried back one year, 
and any losses not so carried back could be carried forward for a period of 
five years, though losses must be carried back before they are carried forward. 
There appears no good reason why this should not apply generally to any 
excess of deductions and exemptions over gross income to the individual. 

4 Henry C. Simons, “Federal Tax Reform,” in International Postwar Problems, Quar- 
terly Review of the American Labor Conference on International Affairs, January, 1946, 
p. 27. 

® Under any system it would be necessary for the taxpayer to retain records of taxable 
net income reported and tax paid. Other recommendations in this chapter, particularly 
with respect to treatment of capital gains and losses, would somewhat simplify the prob- 
lem. It is believed that the precise arithmetic formulae by which the “simple averaging 
device would be applied are beyond the scope of our discussion here. But it seems rea- 
sonable to believe that at some sacrifice of meticulous refinement, such a plan could 
be devised. 
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But even if this were done, it would relate only to net credits. In the interest 
of justice to those with highly variable incomes it appears reasonable to take 
the further step of averaging net income (including net losses) over a reason- 
able period of years. 

The system of averaging incomes over a period of years is clearly to be 
recommended for reasons of justice among individual taxpayers, eliminating 
the present discrimination against the receivers of widely fluctuating incomes. 
On the other hand, however, the system of averaging has disadvantages in 
terms of counter-cycle use of income taxes. Under boom conditions, where 
taxation is to be used to remove excess purchasing power tending toward 
price inflation, an averaging scheme would allow the high income receiver to 
carry back a portion of currently high income to bring former incomes to the 
average level for the period. If former losses are to be made up in this way, 
considerable amounts of currently received income may escape the high 
anti-inflation rates of the current year; if currently received income is to be 
allocated to earlier low-income years it will be subject to lower rates. In 
either case some part of the objective of anti-inflation taxation is unrealized, 
although by upward adjustment of rate schedules some part of these tax-freed 
funds could be recaptured.® 

EXCLUSION OF CAPITAL ITEMS FROM INCOME 

Recalling our definition of income as receipts which can be used up with- 
out impairing the prospect of equivalent receipts in any following period, we 
are forced to the conclusion that any part of receipts which if used up would 
impair this prospect must be capital or its equivalent in capitalized human 
earning power. Income tax laws have been quite meticulous in exempting 
capital itself from taxation. The same cannot be said concerning human assets. 
The individual who receives his income from personal service experiences 
with the passage of time the wasting of his principal asset — ^the ability to 
earn. The human being typically reaches at some age a cessation of earning 
power, due to age, infirmity, or death. In more technical terms, his service 
life is limited. While he is earning, therefore, the whole of his earnings (sal- 

0 Some detail in explanation of the averaging plan is in order to explain the above 
statements. Two kinds of variation are contemplated: variation from year to year in 
income and variation from time to time in tax rates. The averaging plan would eliminate 
variation in incomes (for tax purposes) by allocating a portion of income in a high- 
income year to years with lower income. This does not mean, however, that income so 
allocated would then be taxed at tax rates current in the year to which it is allocated. 
Thus when for counter-cycle reasons tax rates are increased, income realized in a high- 
rate year would be subject to those rates even though allocated to former years. The 
difference would be that the total tax bill is lowered by allocating income, which in the 
absence of averaging would reach a high surtax bracket, to lower brackets. 
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aries or wages) cannot be considered as income, since a part of these earn- 
mgs represents the gradual loss of the human equivalent of capital value in a 
machine or building. Capital which produces an interest income to its owner 
is presumed to be permanent, since the amount of that income is everywhere 
recognized to be determinable only after depreciation has been deducted for 
the purpose of replacing the particular capital instrument with another when 
its service life has ended. True income from personal service, by the same 
reasoning, is determinable only after deduction of an amount from current 
receipts adequate to replace the capitalized earning power of the human 
being at the end of his service life. It is, of course, unthinkable that this ac- 
cumulated reserve should be used to purchase another human being, as is 
done with the depreciation reserve for capital instruments. The earning power 
of the individual must then be replaced by a fund of his savings, which savings 
perpetuate his earning power. It is no more reasonable to expect a machine 
to create its replacement fund than to expect a human being to do it. If it 
be pointed out that when the laborer dies he not only loses his earning power, 
but also his need for earning power, it can be argued with equal force that 
neither are the wants of the owner of capital more permanent than he him- 
self. 

The common sense of deducting depreciation of capital in arriving at 
taxable net income for business-income tax purposes has been consistently 
implemented in the tax laws. Following the same reasoning, the federal law 
permits rather generous deductions for depletion by owners of mineral and 
petroleum deposits and timber. The more general nature of the problem is 
pointed up by a letter in 1952 to the Commissioner of Internal Revenue by 
a group of fashion models who requested some income tax relief on the 
grounds that their principal assets (beauty and shapeliness) would be lost 
over a period of time and that they were therefore entitled to reasonable al- 
lowance for “obsolescence” or “depletion.” ’’ The force of their claims will 
be recognized not only by the worshippers of beauty but by the champions 
of elementary justice. The case for similar treatment of other incomes from 
personal services should also be evident, where the wasting asset is not per- 
sonal attractiveness but capacity to perform personal service. It should be 
clear that wage receipts of $4000 per year are not as pure income as are 
interest receipts of the same amount. The latter is income after depreciation 
allowance, while the former is not. It follows, therefore, that the capacity 
to pay taxes from an annual wage of $4000 is less than the capacity to pay 
taxes from an annual interest income of $4000. 

The federal income tax has in the past provided a special deduction for 

The New York Times, October 4, 1952. 
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income from personal service. When utilized, it has been referred to by the 
law as the “earned income credit.” The terminology has been unfortunate, 
and has tended to obscure the rationale of the deduction. For income from 
personal service has been called “earned income,” while that from property 
or wealth has been termed the opprobrious opposite, “unearned income.” 
The public has been (naturally) led to the feeling that the latter is in some 
way less useful to society, and less justifiable economically. 

This deduction first appeared in the 1924 Act, and was retained through 
successive acts until 1932 as a 25 per cent deduction from the normal tax. 
(It was not applicable to surtax.) It was completely repealed by the 1932 
Act, but restored again in 1934 as a 10 per cent deduction from net income 
as computed without this deduction, and again only for normal tax purposes. 
Furthermore, all net income up to $3000, whether from personal service or 
from property, was considered earned, and all net income over $14,000, from 
whatever source, was considered unearned. The actual tax advantage to 
earned income after 1934 was thus but 10 per cent of the normal tax rate 
times earned net income. This was a far more niggardly credit than the 
previous 25 per cent of normal tax. The earned income credit was repealed 
in 1943 and has not been resurrected. 

Several suggestions can be made in explanation of the consistent allow- 
ance of depreciation of capital in the tax laws, while the allowance of an 
earned income deduction has been far less consistent. The first explanation 
lies in the fact that the rationale of the earned income credit was never gen- 
erally understood. By the receiver of “earned income” the credit was regarded 
as a windfall, probably due to legislative concern for the little fellow, while 
the receiver of “unearned income” typically regarded it as class discrimina- 
tion based either upon the desire for reelection or as a pronouncement of 
social condemnation of property income. The misunderstanding was not re- 
duced by Congressional wavering in application of the principle itself. Con- 
gressional confusion was added to public confusion in 1934 by failure to 
distinguish earned incomes from small mcomes (all net income of $3000 or 
less was considered “earned”) and unearned incomes from large incomes 
(all net income over $14,000 was considered “unearned”). The consistent 
application of the earned income credit to normal tax alone reflected inde- 
cision as to the nature of earned income. 

The second suggestion in explaining the indecisive policy is the usual one 
of revenue need. Tax history is replete with demonstrations that when the 
chips are down revenue considerations supersede those of justice. Repeal of the 
credit in 1932 and again in 1943 suggests that the special treatment of per- 
sonal service incomes is largely a fair weather matter. In extenuation of the 
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1943 action, it may be pointed out that a particular tax objective in that 
year was the control of inflation in the consumer goods markets, and the re- 
ceivers of “earned incomes” were then behaving badly from the anti-infla- 
tionary point of view. 

Were not the two explanations given above so broad as to account by 
themselves for this curious and inconsistent Congressional behavior, a third 
might be put forth seriously. With a rather large proportion of the receivers 
of personal service incomes brought under the provisions of the Old Age 
and Survivors’ Insurance scheme of the Social Security Act, the individual 
worker was no longer required to provide his own retirement income. Those 
workers covered by the Act thus could consider their wages (after social se- 
curity tax deductions) as true income. It is not seriously suggested that this 
is a genuine explanation for Congressional action in removing the earned 
income credit. And if it were it would not be a logically acceptable excuse. 
For many receivers of “earned income” do not come under social security 
coverage. In the second place, such coverage does not provide treatment 
equivalent to that provided in depreciation deductions, for the coverage does 
not make labor incomes permanent, but only for life subsequent to attainment 
of legal retirement age. Finally, social security taxes taken out of his pay arc 
not deductible for income tax purposes from the employee’s income, indi- 
cating conclusively that social security could not have been seriously con- 
sidered by Congress as a substitute for the earned income credit. 

CAPITAL GAINS AND LOSSES 

NATURE OF CAPITAL GAINS AND LOSSES. One of the most difficult 
and unsettled problems of federal income taxation has been the treatment 
of capital gains and losses. By a capital gain we mean a financial gain result- 
ing from the sale of a capital asset at a higher price than was paid for it. 
The gain arises out of an appreciation of capital value, and creates in the 
hands of the receiver a clear capacity to pay taxes.® We must recognize, how- 
ever, two administratively different types of gains arising from the sale of 
assets. The first is typified by the usual gains from mercantile enterprises, 
where goods are sold for prices higher than were paid for them. Such gains 
are clearly business income, and should be treated like other income for tax 
purposes. The second type of capital gain is of the irregular or unusual sort, 
occurring outside the normal course of earning one’s income. It is this latter 
type with which we are dealing when we speak of the treatment of “capital 

8 A nei appreciation of capital value is meant. Property may increase in value because 
of the investment of capital in its improvement. The capital gain would then be the 
appreciation in capital value less any direct cost incurred in improvements. 
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gains and losses” in income taxation. It is perhaps best typified by the 
physician whose regular income arises from the practice of his profession 
but who may pick up gains now and then through the purchase and sale of 
bonds and stocks. 

The federal income tax law describes capital gains and losses to the in- 
dividual as the gains or losses from sale of certain types of property. These 
types of property include assets held by the taxpayer other than (1) “stock 
in trade” held primarily for sale to customers in the ordinary course of his 
business, (2) real property used in trade or business, or (3) the securities 
of governments in the United States.® The intent is clearly to specify for 
treatment under this head gains and losses on sales of property outside the 
area of one’s normal trade or occupation. Thus, a grocer would have his 
gain from the purchase and sale of groceries taxed in the same manner as 
are salaries and wages; while if he were to realize gain from the sale of his 
residence, this gain would be regarded for tax purposes as a “capital gain,” 
and given somewhat special treatment. A capital gain or loss can be “realized” 
only through actual sale or exchange — ^paper gains are not recognized. In 
practice, the principal capital assets subject to this special tax treatment are 
investment securities and real estate. 

We are thus treating here a class of taxable incomes which have certain 
striking peculiarities, among which are: (1) their basically fluctuating char- 
acter, (2) their susceptibility to manipulation in order to gain tax advantage, 
and (3) their special incidence among larger income receivers. Being out- 
side the normal course of income-earning activity, capital gains or losses are 
realized infrequently by the average person, though it should be pointed out 
that they are typically realized more frequently by the “speculator” than by 
the “investor.” Capital gains and losses are further heavily dependent upon 
the course of prices and the business cycle. The experience of the Treasury 
with respect to revenue collections from capital gains and losses shows their 
widely fluctuating character. From 1926 to 1940, the average yearly revenue 
from capital gains was about $120 million. However, in 1928, the highest 
year, the revenue was $576 million, while in the years 1930, 1931, and 
1932, the Treasury actually lost revenue on account of an excess of total 
capital losses, which losses were deducted from other income.^^ 

^Internal Revenue Code, Sec. 117 (a) (1). 

10 With the following exceptions: (1) worthless stocks or bonds, which create real- 
ized loss though not sold, (2) retired bonds, whore comparison of matured value with 
price originally paid may establish capital gain or loss, and (3) dividends declared in 
liquidation of a corporation, constituting distribution of their equities among the owners. 
{Internal Revenue Code, Sec. 23 (g) (2), (k) (2); Sec. 117 (f); Sec. 115 (c).) 

11 See testimony of Randolph Paul before House Committee on Ways and Means, 
concerning the Revenue Revision of 1942, Vol. 1, p. 255. 
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The distribution of capital gains by income classes shows clearly the con- 
centration of such gains in the higher income groups. In 1938, for example, 
the following estimates were made by the Treasury: 

% OF TOTAL % TOTAL SHORT- % TOTAL LONG- 
NET INCOME TERM CAPITAL TERM CAPITAL 
NET INCOME CLASS RECEIVED GAINS GAINS 

Under $5000 64.0 33.0 13.0 

5000 and over 36.0 67.0 87.0 

It will be noted that although two-thirds of total short-term capital gains 
and seven-eighths of long-term capital gains accrued to the class with net 
income of $5000 and over, even a net income slightly under $5000 must 
be considered large in terms of 1938 income levels. It is probable that in the 
class under $5000, most of the capital gains were realized by individuals 
with net incomes only slightly below that figure. Such incomes would not 
generally be considered small. 

SURVEY OF FEDERAL TREATMENT OF CAPITAL GAINS AND 
LOSSES,^^ As in the case of other troublesome problems of income taxation, 
the treatment of capital gains and losses by the federal government has been 
changeable and lacking in consistency with regard to any central principle. 
The first modern federal income tax (1913) mcluded net capital gains with 
other income and taxed the whole at uniform normal and surtax rates. Net 
capital losses (i.e., capital losses in excess of capital gains) were not recog- 
nized; capita] losses could be deducted from capital gains, but no excess 
could be deducted from other income. At the beginning, therefore, gains were 
assumed to be the equivalent dollar for dollar to other income so far as tax- 
able capacity was concerned, although Congress was not ready to go the 
whole way in consideration of all capital losses as negative income — ^they 
were only negative capital gains. 

In the 1918 law, capital losses were deductible in full from both capital 
gains and other income. We find, therefore, adoption of the consistent prin- 
ciple that capital gains and losses are full-fledged (positive and negative) 
incomes. In 1921 a new treatment appeared. Capital net gain was given the 
choice between paying a tax of llVz per cent or of paying regular normal 
and surtax rates as a part of total net income, though if the former alterna- 
tive were followed the total tax paid could not be less than 1214 per cent 
of total net income including capital gains. Only gains from the sale of prop- 

12 From testimony of Randolph Paul, op. cit., Vol. 2, p. 1638. The distinction between 
long- and short-term capital gains will be discussed later in this chapter. 

18 No attempt is made to catalogue all changes in treatment of capital gains and losses. 
Only those provisions significant to discussion of the nature of the problem are included. 
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erty held over two years were, however, entitled to the alternative computa- 
tion. The implication of this action is that capital gains are not on all fours 
with other income. If they were a part of high incomes, the alternative method 
provided some relief. Under the 1921 law, however, capital losses were fully 
deductible from capital gains and from other income. 

The 1924 law reinstated limitations upon the use of capital net losses for 
reduction of taxable income. From the tax as computed without regard to 
capital loss, a deduction of 1214 per cent of capital net loss was allowed, 
provided such deduction did not reduce the total tax by more than 1214 
per cent. Capital net losses in any year in excess of the amount used in that 
year to reduce the tax were permitted to be carried over for a period of two 
years. Curiously enough, such losses carried over were deductible from “ordi- 
nary net income” in subsequent years, and not from subsequently realized net 
gains. 

The developments in the early nineteen-thirties were essentially continua- 
tions of the trend toward limiting capital losses for tax purposes. The signifi- 
cant change was the distinction between short-term and long-term gains and 
losses. The latter were given more favorable treatment than the former, for 
reasons worth brief discussion. The first reason was that short-term gains are 
essentially speculative in character, and thus (for non-tax reasons) entitled 
to less consideration. The mood of the times, largely the result of the specula- 
tive excesses of the late nineteen-twenties, was distinctly unsympathetic to 
speculation. The second reason has far more solid foundation in tax theory : 
long-term gains and losses may be considered as accruing over a period 
generally longer than one year, and to tax them as if they represented income 
for the year in which they were realized would involve application of unde- 
sirably heavy tax rates in many cases. The third reason for more harsh treat- 
ment of short-term gains and losses lay in the realization that such gains and 
losses were peculiarly susceptible to manipulation for purposes of controlling 
the amount of income tax payable. Short-term losses could easily be arranged 
so as to cancel capital gains and to reduce other net income for tax purposes. 
This was done particularly by those in the higher income groups, and thus 
partially negated the high surtax rates of the period. It was further evident 
that in some cases sales to establish losses were not bona fide as contemplated 
by the Congress, but represented end-of-year exchanges within the family or 
among friends for the purpose of establishing losses. In some instances these 
exchanges were found to be only temporary, the securities finding their way 
back into the hands of the original owners soon after tax date. 

By the 1932 law, short-term losses were deductible only from short-term 
gains, eliminating the possibility of any reduction in other income through 
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net short-term losses. The carry-over of net short-term losses to subsequent 
years was terminated in 1933. In 1934 gains and losses were classified by 
an elaborate schedule, the longest-term gains being those on securities held 
over ten years, and the shortest-term less than one year. The former were 
entered at 30 per cent of their amount, the latter at 100 per cent, with several 
gradations between. Capital losses were allowed to the extent of capital gains 
plus $2000, but the carry-over of losses to subsequent years was disallowed. 
Further, the flat 12 Vi per cent rate on gains was eliminated, which made 
them again subject to regular lax rates. Succeeding laws have not radically 
changed the method of treatment, though percentages, holding periods, and 
the extent of net loss allowances have varied. 

Under the Revenue Act of 1951, applicable to 1952 incomes, gains or 
losses are considered long-term if the assets have been held over six months. 
Three rules will explain gain and loss treatment. (1) If there are net losses 
(long- or short-term) these losses may be deducted from other income to the 
extent of $1000, and any excess may be carried forward for a period of five 
years. (2) If net short-term gains exceed net long-term losses (i.e., if short- 
term gains minus short-term losses exceed long-term gains minus long-term 
losses) the difference is taxed at regular tax rates applicable to the income 
including this excess. (3) If net long-term gains exceed net short-term losses, 
two alternatives are available: (a) 50 per cent of the excess is combined 
with other income and taxed at regular rates, or (b) the whole of the excess 
may be segregated from other income and taxed at a flat 26 per cent rate. 
It would appear unquestionable that a real advantage is given to long-term 
gains in the present tax law. The entry of only 50 per cent of net long-term 
gains into the tax computation means that actual gains are never taxed at 
more than one-half the rates applied to other income, while the alternative 
of the flat rate guarantees that above certain levels of income net long-term 
gains are taxed at less than half the rates applied to other income. The in- 
come point at which the 26 per cent flat rate on net long-term capital gains 
produces tax savings is about $14,000 for a separate return, about $28,000 
for a joint return, and about $22,000 for a head-of-household return. 

In the welter of changes and confusions attending the treatment of capital 
gains and losses, certain general patterns stand out. In summary, we note 
a general tendency to tax capital gains as income, though for a major part 
of the modem period the taxpayer has been offered an optional flat-rate 
tax on such gains. The implication is that although capital gains are income, 
they do not possess precisely the same capacity to pay taxes as does other 
income — at least in the higher brackets. The treatment of capital losses is 
even less consistent. They have always been given some consideration as 
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negative gains, but typically they have been deductible from other income 
only in limited amounts. Only between 1918 and 1924 were they fully de- 
ductible; before that period they were not deductible at all and since that 
period they have been deductible generally only in nominal amounts. Finally, 
the distinction between long- and short-term gains and losses has grown up 
in recent years, with comparatively favorable treatment granted the former. 

ARE CAPITAL GAINS INCOME? By strict economic definition of in- 
come as a flow from a fund of capital, capital gains and losses do not qualify 
as income. They are increments or decrements to capital value, a capital 
gain reflecting either an anticipated increase in future income from the prop- 
erty or a lower rate of capitalization of the same anticipated income. Nor do 
capital gains meet the requirements of our definition of income as the money 
value of that part of gross receipts which can be used up without impahing 
the prospect of equivalent gross receipts in any subsequent similar period, 
when they are viewed as gains of a particular year. Such fluctuating gains 
(and losses) do, however, fit this definition if by the process of averaging 
we spread them over a longer period. 

If we view capital gains from the point of view of disposable receipts, we 
find that they clearly represent ability to pay taxes at the time of their realiza- 
tion. They represent liquid funds which can be spent or saved (or taxed) 
without disturbing the prospect of continued income from capital at the same 
level as before. That they are irregular must be admitted, but that their utili- 
zation worsens the capacity to receive future income must be denied. To the 
professional speculator, capital gains are clearly his only income; to argue 
that he receives not income but capital premiums and therefore should not 
be taxed is to make a distinction where no significant difference exists. Thus 
we may see that the annual receipts of the salaried worker are not different 
— for tax purposes — ^from those of a merchant whose income arises from ap- 
preciation in value of the goods he sells, except that the former may be 
somewhat more regular. The nature of the merchant’s income is like that of 
the professional speculator. And is the income of the professional speculator 
different from that which the amateur and part-time speculator receives for 
doing the same thing? It is impossible to find any differences in the taxable 
capacities of the following three men: A, who receives $10,000 salary per 
year; B, who receives $5000 per year from legal practice and $5000 per year 
in capital gains from the sale of assets; and C, who receives $10,000 per 
year solely from capital gains. (We assume by saying “per year” that an 
averaging process has ironed out year-to-year fluctuations in all incomes.) 
We conclude, therefore, that for purposes of equity all should be treated alike 
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by the income tax, and we are driven to this conclusion in full view of the 
storms of controversy surrounding the issue. 

COMMON OBJECTIONS TO CAPITAL GAINS TAXATION. The ob- 
jections to capital gains taxation may be segregated into two classes: those 
which object to any inclusion of capital gains and losses in income taxation, 
and those which object to particular methods of treatment. The objection to 
any income taxation of capital gains and losses centers around the question 
whether they are truly items of income. This is not an idle question of theory; 
it has important practical applications in the realm of discriminatory double 
taxation. For example, is it logical to tax as income an appreciation in capital 
value which is the result of capitalizing anticipated increases in income from 
capital, and then later to tax this increased income when realized? The 
answer would be in the negative, provided paper gains were taxed as income. 
But since gains must be realized through sale of the asset before they are 
taxable, the capital gam accrues to one person (and is like his other income) 
while the higher anticipated interest, dividend, or rental accrues to another. 
It would be difficult to label this as discrimmation or double taxation.^^ 

There are many different objections to specific methods of taxing capital 
gains. Heading the list of such objections is that which opposes the taxation 
of capital gains in full while capital losses are not given full and equal treat- 
ment as deductipns. There has never been a disposition to disallow capital 
losses as deductions from capital gains. But government has more recently 
shown quite consistent determination to stand firm against a significant 
amount of deduction of net capital losses from other income. This practice 
can be explained — though not justified — on two counts. When capital losses 
are fully deductible, the large investor can frequently create capital losses by 
proper selection of securities for sale with the purpose of avoiding high taxes 
in the upper brackets. The effectiveness of the high rates in bringing in large 
revenues from other income is in this manner largely vitiated. And whether 
or not losses are intentionally realized for tax purposes, the downward swing 
of the business cycle will mevitably create large capital losses, as well as a 

special situation which causes discriminatory double taxation through taxation 
of capital gains is that in which corporate income is reinvested by the corporation. The 
corporate earnings are reinvested after having paid corporate income taxes. However, 
the very reinvestment is likely to increase the market value of securities outstanding; if 
such securities are subsequently sold, capital gains are likely to result. The income and 
the appreciation of capital created by its reinvestment are both taxed (finally) against 
the same person. 

This kind of discrimination, however, occurs even when corporate earnings are dis- 
tributed to stockholders. Personal income which arises through corporate activity is thus 
taxed twice — once as corporate income and again as personal income. The fact of such 
double taxation is due not to the taxation of capital gains but to the taxation of income 
to the corporation as if it were a separate stream of income. 
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lower level of “ordinary income.” The downswing thus normally brings a 
severe reduction in income tax revenues, and this reduction is intensified 
through capital losses, when losses are deductible from other income. The 
reader will note that the revenue objection to full deductibility of losses does 
not take account of the desirability of severe reduction of tax burdens dur- 
ing the downswing of the cycle. But we are here endeavoring to explain why 
the Treasury and the Congress have favored limited deductibility, and ex- 
perience so far has shown too great concern by these agencies for high levels 
of revenue during such periods. 

The second explanation of the rather consistent limitation of capital losses 
to the approximate extent of capital gains runs in terms of the morale effects 
upon taxpayers. Those who can best afford to pay taxes are precisely those 
who — ^because they own assets upon which capital losses can be realized 
for tax purposes — can effectively escape heavy taxation when full deducti- 
bility is allowed.^® When in 1933 it was demonstrated that many persons 
whose names were identified with great wealth had been paying little or no 
income tax by taking advantage of capital losses, the man in the street roundly 
condemned them for doing something which the tax law gave (most of) 
them every right to do. The Treasury and the Congress will naturally wish 
to avoid such animosities, and the most easily available instrument is that 
of limiting the allowances for capital losses. It may be observed that had 
government followed a low-tax policy in the middle thirties rather than a 
high-tax policy, lower income earners would have been largely tax-exempt, 
and the animosities would almost certainly have been far less intense. 

It is presumed to be evident from our earlier discussion that capital net 
losses should be fuUy deductible from other income, not in the year in 
which the losses are realized, but over a period of years through the averag- 
ing process. No other procedure is logical in terms of equity. But there is 
another reason for advocating such action. The major part of capital gains 
and losses result from transactions in corporate securities, principally com- 
mon stocks. These securities represent largely venture capital, and arise out 
of investment. As we have seen in earlier chapters, the level of investment is 
an important key to the level of national income. But if capital gains are to 
be heavily taxed while capital losses are unequally treated, a discouragement 
of venture capital investment may exist.^® Indeed, this aspect of the problem 

This problem is clearly outlined in H. M. Groves’ article, “Yachts Without Income,” 
in The New Republic, July 19, 1933. 

18 It is, of course, difficult to assess the extent of this discouragement in actual prac- 
tice. But it is so frequently iterated by representatives of the financial community that 
a presumption of its reality must be accepted, even though it contains some character- 
istics of special pleading. Cf. H. M. Groves, Postwar Taxation and Economic Progress, 
New York, McGraw-Hill, 1946, p. 222. 
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is considered so important in some quarters that equal treatment of losses 
with gains is regarded as only a beginning. In this view, capital losses should 
be given more than equal treatment; they should be fully deductible, while 
capital gains should be segregated from other income and subjected to low 
and proportional rates. This view appears to assume too much frailty in the 
spirit of venture capital, especially if counter-cycle tax policy were earnestly 
pursued. For when a deficiency of investment occurs it is presumed that tax 
rates will fall, accomplishing some real relief to capital gains along with other 
income. 

The belief is widespread that taxation of capital gains at the usual income 
tax rates introduces a friction into the capital markets which creates in- 
stability and therefore makes more difficult the performance of their proper 
functions of channeling savings into investment. The argument takes several 
forms. It is sometimes claimed that when the market values of securities are 
low, selling is encouraged in order to establish capital losses while buying is 
discouraged by the prospect of future capital gains. The market thus moves 
lower. And when market values are high the tax encourages buying to make 
possible the later establishment of capital losses and discourages selling which 
would establish realized capital gains. The market thus moves higher. (Some 
qualification appears in order, for if the tax actually prevents the judicious 
investor from buying at low prices, selling at high prices will not establish 
great capital gains, while if the tax discourages selling at high prices so that 
purchases at that level cannot be made, only limited capital losses can be 
established by later selling at low prices.) This argument is generally used to 
favor low-rate taxation of capital gains, since experience tends to show no 
hope for outright exemption. There is a presumption favoring the conclusion 
that taxation of gains at high income tax rates does have some Muence on 
the actions of buyers and sellers in the market. However, the tax is but one 
of many factors influencing decisions to buy and sell, and the evidence seems 
to point to the fact that it is by no means an overpowering factor. Between 
1926 and 1940 there were several changes in the method of taxing capital 
gains and losses. The estimates of net revenues from taxation of gains and 
losses varied with the stock price index in all but four of these years: 1929, 
1932, 1937, and 1939. The only one of these four years in which a change 
was made in treatment of gains and losses was 1932, and in that year more 
favorable treatment was given. This more favorable treatment, combined 
with a further fall in stock prices, would be expected to increase the magni- 
tude of capital losses realized for tax purposes; as a matter of fact capital net 
losses declined in that year. Between 1926 and 1931 the treatment of capital 
gains and losses was unchanged, and yet revenue from net gains varied be- 
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tween $576 million in 1928 to — $89 million in 1931>'^ The facts stated 
here do not deny that tax treatment had something to do with the volume of 
purchases and sales, but they appear to deny that tax treatment was anything 
like the controlling factor. The activity of the market is far less dependent 
upon the tax than upon the influence of prices. 

On balance it appears that the arguments for special treatment of capital 
gains and losses are by no means entirely convincing. Such treatment would 
lighten the tax burden on gains and discriminate against other types of in- 
come which have no greater ability to pay. It has not been demonstrated 
that equal treatment would seriously discourage investment, particularly if 
capital losses were fully deductible. This latter would, however, represent a 
major change in tax treatment which is wholly desirable on grounds of equity, 
and would remove the major current discouragement to invest in more ven- 
turesome enterprises. The second major change indicated is that of averaging 
incomes over a period of time. With respect to capital gains and losses, such 
averaging would eliminate the need for segregation of long- and short-term 
gains and losses, and treat all as if they were of the long-term variety. This 
is entirely consistent with the proposal to measure the ability to pay of 
fluctuating incomes as if they were constant. Ideally, of course, income should 
be taxed over the period of its accrual. Short-term gains aecruing over a 
period of less than a year should, in strict logic, be taxed as income of that 
year, while those accruing over a period longer than a year should be con- 
sidered for tax purposes as having been realized over the longer period, and 
the proper portion should be taxed as income realized in each year of the 
accrual period. However, the administrative difficulty involved in calculating 
the tme income period for each dollar of gain realized is so great as to make 
this ideal unattainable. We therefore propose treatment of all gains by the 
income-averaging process, which is a practicable procedure favoring short- 
term gains more than long-term gains. Present practice is to treat short-term 
gains properly but to favor long-term gains.^® The over-all necessity is to 
treat fluctuating whole incomes (including gains and losses) as if they were 
constant. This the averaging scheme would accomplish. 

In this chapter we have discussed at some length a group of problems aris- 

ir Facts taken from testimony of Randolph Paul, Hearings, Revenue Revision of 
1942, Ways and Means Committee, Vol. 2, p. 1630. 

IS The present practice of taking into account only 50% of long-term gains for tax 
purposes, and taxing that portion as earned in the year realized, entirely exempts one- 
half of long-term gains from any taxation, and treats the taxed half as if that amount 
actually was earned in the tax year. The untaxed half is obviously given favorable treat- 
ment; the taxed half is treated properly only when it happens that one-half of the long- 
term gain is actually earned in the year taxed. This is clearly a rough-and-ready treat- 
ment. 
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ing out of the necessity for adjusting some tax practices to proper definition 
of income. There are, however, additional problems which call for analysis. 
Special emphasis is placed upon income tax problems for the reason that 
future tax systems will be built largely upon the personal income tax if they 
are to be constructed upon the accepted basic principles of taxation. We turn 
in the next chapter to some of the important questions of the proper rela- 
tion of personal to corporate incozne taxes. 
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CHAPTER 18 TAXATION OF PERSONAL 
INCOME FROM BUSINESS 
CORPORATIONS 


It camiot be loo frequently repeated that (1) all taxes are finally paid out 
of the stream of personal income, no matter where their original impact is 
felt, and (2) we caimot judge the acceptability of a given tax measure un- 
less we know with reasonable accuracy where its incidence lies. On both counts 
the personal income tax recommends itself above all other measures. It makes 
personal income (the final source of tax payments) the immediate base of 
the tax and thus avoids the vagaries of indirect approach to the source. The 
incidence is essentially clear, for little shifting occurs. In consequence, it is 
evident that both simplification and improvement of the tax system require 
greater emphasis upon personal income taxes and less emphasis upon other 
tax forms. This being the case, the reason for particular concern for proper 
methods of personal income taxation is evident. In Chapter 17 we considered 
some details of conformity in tax practice to the proper definition of income. 
In this chapter we shall be concerned with the relation of personal to cor- 
porate income taxation. 

RELATION OF PERSONAL TO CORPORATE 
INCOME TAXATION 

Since 1913 the federal government has maintained both a tax on the net 
income of individuals and a tax on the net income of corporations. “The 
federal income tax” is usually considered to combine these taxes, and Con- 
gressional practice has typically bracketed the two measures in such a way 
as to imply that they are not two taxes, but one. We are interested in de- 
termining whether in practice the two taxes have been integrated so as to 
operate as a single tax measure, and whether in theory they should be so 
integrated. 

THE EXTENT OF INTEGRATION IN PRACTICE. We have seen (Chap- 
ter 16) that by the 1913 Act the corporate net income tax of 1 per cent 
provided for collection at the source of the 1 per cent normal tax on dividends 
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received by individuals. Dividends received by individuals were exempt from 
normal tax but subject to surtax. Such an arrangement can work quite satis- 
factorily so long as the rates are identical and not progressive. Obviously a 
progressive schedule of rates on the corporation’s net income cannot be re- 
lated to individual ability to pay. Under progressive schedules, two corpora- 
tions with net income of identical size will pay at the same effective tax rates, 
though the one may be closely held by a few owners with large incomes while 
the other is widely held by many owners with small incomes. If progressive 
taxation at the source, based upon net income of the corporation and not 
the individual, is employed, the final efliect is to brush aside all consideration 
of ability to pay as a personal fact. When identical proportional rates are 
applied to corporate and personal incomes, the area of injustice is greatly 
reduced, though not eliminated. For even the 1913 Act, by taxing corporate 
income at 1 per cent, reduced by that amount the dividend incomes of small 
income-receivers whose personal exemption should have made their whole 
incomes free of tax.^ Even granting an exempt minimum to the corporation 
does not serve the same purpose as an exempt minimum to individuals. 

In spite of the inequity to low-income stockholders in collection of taxes 
on dividends at the source through the corporation tax, Congress began in 
1918 a series of further departures from equitable treatment of dividend in- 
comes. By introducing in that year graduated personal normal tax rates (6 
per cent to $4000; 12 per cent above) while the corporate tax rate was 12 
per cent on its income, the inequity to small income receivers was not only 
continued for those who would pay no normal tax whatever, but extended to 
those whose taxable income was not greater than $4000. Thus, by collection 
at the source, a person whose taxable income was not over $4000 would 
have paid 6 per cent on individual income, while the corporation was pay- 
ing the tax on liis dividends for him at the rate of 12 per cent. The purpose 
of the corporation normal tax on dividends is badly served when the rate 
schedules cease to be identical. 

The period 1918-36 represents persistent refusal to treat individuals and 
corporations alike with respect to rates. After 1918 corporate rates continued 
higher than normal tax rates on individual income. In 1935 a system of grad- 
uated (progressive) corporate rates was introduced, though the normal tax 
to individuals had (in 1924) settled back to a flat rate of 4 per cent. Though 
until 1936 individuals were exempt from normal taxes on dividend income 

iThe personal exemption for a single person under the 1913 Act was $3000, and 
the 1% normal tax applied only to income above that exempt minimum. A stockholder 
in, say, the $2500 income class, would find that the corporation had paid a tax of 1% 
on his share of the corporate earnings, though if his share had been subject to personal 
rather than corporate taxation he would have paid no tax at all. 
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on the grounds that these taxes had been collected through the corporate 
tax on its net income, the rates in 1935 were as follows: 

INDIVIDUAL NORMAL TAX RATE CORPORATE TAX RATES 

4% Corp. net income up to $2000 — exempt 

$2000-$ 15,000—13% 
$15,000-$40,000— 14% 
Over $40,000—15% 

The dividend receiver whose income was small could derive little comfort 
from exemption of his dividends from normal taxation at 4 per cent on the 
grounds that the corporation had already paid his tax for him at a rate of 
14 per cent. 

In 1936 Congress abandoned completely the use of the corporate tax as 
an instrument for collection at the source. This year marks complete ac- 
ceptance of the fallacy that the stream of corporate income is distinct from 
the stream of individual income. The whole question of the relation between 
individual and corporate income taxes was reviewed at length in connection 
with the 1936 Act. The opportunity was presented to return to basic prin- 
ciples, but instead, a long backward step was taken. In the hearings and de- 
bates over the bill an unusual amount of heat was generated, and the action 
taken shows little conformity to the logic of the issue. 

The President recommended to Congress the following action, with the dual 
objective of introducing greater equity into the system and closing an im- 
portant tax loophole of long standing: ® 

1. Repeal of the existing corporate income tax. 

2. Taxation of dividends in the hands of individuals at rates identical 
with those applied to other income. 

3. Imposition of a new corporate tax on net income not distributed as 
dividends, at rates comparable as nearly as possible with personal rates ap- 
plicable if such income had been distributed. 

The first recommendation was based upon the principle that corporate in- 
come is not distinct from the income of the individuals who own the cor- 
poration. It was also made in recognition of the fact that the scheme of col- 
lection at the source (even when corporate and personal normal rates were 
identical) worked injustice upon the small dividend receiver. The second 
recommendation would complete the changeover from collection at the source 
to collection from the individual at rates which are presumably gauged to 
individual ability to pay. The third recommendation was made in view of the 

2 Cf., Presidential Message of March 3, 1946. Senate Report No. 2156, 74th Congress, 
2nd Sess,, pp. 2-3. 
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generally recognized fact that in many cases corporate earnings were with- 
held from distribution in order to avoid personal taxes. This was obviously 
done in the interest of the large income receiver and constituted an impor- 
tant loophole for the avoidance of income taxes. All income tax laws, be- 
ginning in 1913, had provided penalties for “fraudulent” or “unreasonable” 
withholding of corporate income from distribution. The loophole had always 
been recognized, but it had been impossible in practice to close it. It was 
therefore suggested by the President that undistributed corporate income be 
taxed to the corporation as if it had been distributed, at rates as nearly as 
possible in line with existing individual normal and surtax rates. The rates 
would, of course, show only a rough-and-ready equality with personal rates, 
since persons in many tax brackets and therefore subject to different tax 
rates would be entitled to undistributed income. 

Though clearly a logical solution to the problem of the proper relation of 
personal to corporate income taxes,^ the President’s recommendations raised 
a storm of protest both in and out of Congress. The discussion quite consist- 
ently emphasized political points of view, and the real points at issue were 
all but lost.* The Act as passed could hardly have satisfied anyone, for it 
met neither the requirements of a logical system nor the desires of taxpayers. 

By way of recapitulation and demonstration of the issues, let us outline the 
original role of the corporate tax, the proposal of 1936, and the law as passed 
in that year. We are interested, of course, only in the treatment of personal 
income derived through the corporation. 

THE 1913 ACT 

Personal Income Tax Corporate Income Tax 

Normal tax (1%) — Dividends exempt. Normal tax (1%) — Corporate net in- 

since the tax had been collected at come subject to tax, as a tool for col- 
the source. lection of tax on dividends at the 

source. 

s The essentials of the plan recommended by the President had been urged as early as 
1920 by Professor F. R. Fairchild (“Federal Taxation of Income and Profits,” American 
Economic Review, 1920, p. 785). The extent to which the political atmosphere dominated 
the discussion in 1936 is reflected in the fact that the author of this article condemned 
the President’s (and his own) recommendation in Committee hearings. 

4 For example, Professor A. G. Buehler imputes motives to the President suggested 
in the following quotations: “The censured wealthy classes would be taxed more 
heavily, but there would be no opposition among the masses toward selecting the cor- 
porations and their wealthy stockholders for new taxes.” “The tax would permit the 
President to give expression to his well-known bias against large corporations as well as 
to his animosity toward the concentration of wealth. In this role, he would be the 
champion of the small enterprises against their large rivals and of the small man against 
the millionaire.” (Reprinted by permission from pages 23^ of The Undistributed Profits 
Tax, by A. G. Buehler, Copyrighted 1937, by the McGraw-Hill Book Co., Inc.) Here is 
no indication that the proposal was anything but political in nature. 
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Surtax (1-6%) — ^Dividends subject to Surtax — ^no such tax. 

surtax at rates applicable to brackets 
in which total income falls. 


Two alternatives were open: to tax dividends only in the hands of indi- 
viduals, and eliminate corporate taxes entirely, or to utilize the corporate tax 
as a mechanism for collection of the tax on dividends at the source. The 
latter alternative was chosen in 1913 as part of a general enthusiasm for col- 
lection at the source to reduce the number of individual returns and to 
minimize evasion. (It will be recalled that taxes on wage, salary, and interest 
incomes were also largely collected at the source under the 1913 law.) Col- 
lection at the source applied only to normal tax, however, and the personal 
normal rate was identical with the corporate rate. By choice of this method, 
inequity occurred only with respect to the small income stockholder, for 
whom a tax was paid by the corporation even though without collection at 
the source his total income would have been small enough to be entirely 
exempt from income taxation. Since cases of this sort were not numerous, 
and since the tax rates were low, the extent of inequity was not so great as 
to offset the supposed administrative advantages of source collection. 


THE president’s RECOMMENDATIONS, 1936 


Personal Income Tax 
Normal tax (4%) — Dividends to be 
subject to normal tax, like other in- 
come. 

Surtax (4-75%) — Dividends subject to 
surtax, as before. 


Corporate Income Tax 

Normal tax — to be eliminated entirely. 

Surtax — On undistributed corporate in- 
come only, at rates comparable with 
personal normal and surtax rates in 
“typical” brackets. 


Under this proposal collection at the source was to be abandoned, and 
dividend income was to be taxed exactly like other income. With tlie increase 
of rates, particularly under the existing corporate lax, and more extensive 
stock ownership by the lower income classes, the inequity inherent in the 
existing system was regarded as serious enough to warrant elimination. The 
recommended tax on undistributed corporate profits was intended to close 
a loophole of long standing, and was to be imposed at rates which would 
make it a matter of indifference (so far as taxation was concerned) whether 
earnings were paid out or put into corporate reserves. Accumulation of re- 
serves was not to be penalized in an absolute sense, though closing a loop- 
hole through which income had generally avoided taxation would create an 
immediate relative penalty by removing favored treatment. An incidental effect 
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of the closing of this escape route would probably be to encourage dividend 
distribution. Consequently, not only would tax revenues probably increase, 
but encouragement of distribution was thought desirable both to raise the 
level of consumption by dividend receivers and to slow down the accumula- 
tion of idle corporate balances thought to be already excessive. It will be re- 
called that higher employment was an important objective of federal policy 
in 1936. 


THE 1936 ACT AS PASSED 


Personal Income Tax 
Normal tax (4%) — Dividends subject 
to normal tax. 

Surtax — 'Dividends subject to surtax, as 
before. 


Corporate Income Tax 
Normal tax (8-15%) — On all corpo- 
rate net income, as before. 

Surtax (7-27%) — On undistributed net 
income only. 


The law represented a compromise which departed as far as possible from 
both logical alternatives in accomplishing a proper relation between personal 
and corporate taxes. The existing loophole was closed by the Surtax on Un- 
distributed Corporate Surplus, but the limit was attained in discrimination 
against personal incomes realized through the corporation. Instead of elimi- 
nating the minor discrimination against small dividends inherent in previous 
acts, it instituted severe discrimination against all dividend incomes. The 
effect was to tax dividend incomes twice (under corporate and individual 
normal taxes) at rates which would typically total approximately 15 per cent, 
while interest incomes, not subject to corporate tax, would pay no more 
than 4 per cent normal tax. The Undistributed Corporate Surplus Tax was 
abandoned in 1939 under great political pressure, and the tax loophole was 
again opened.® The ultimate result of the 1936 fiasco was (is) thus serious 
discrimination against profit incomes realized from corporate sources, un- 
mitigated by any improvement in the earlier situation of major tax es- 
cape.® 


®In 1939 the principle of taxing undistributed corporate surplus, as embodied in the 
1936 Act, was abandoned, and the pre-1936 plan of imposing a penalty tax upon “un- 
reasonable accumulations of surplus” was reestablished. 

® It was estimated by the Treasury in 1936 that, if undistributed profits were allowed 
to escape taxation at rates applicable to individuals in that year, the loss of revenue 
would be something over one billion dollars. (Total federal revenues in 1936 were 
$8.9 billion.) This would not, of course, be entirely and permanently lost, since earnings 
plowed back would presumably be realized by individuals at some later date either 
through capital gains on sale of stocks whose values were increased by plowed-back 
earnings or through later distribution of plowed-back funds. To the extent, however, 
that earnings were left undistributed for tax reasons, their later distribution could be 
expected only in periods of low personal income or under lower-rate tax laws. A sig- 
nificant revenue loss was inevitable. 
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The discrimination was made complete by inauguration in 1941 of a surtax 
on most corporate incomeJ 

POSSIBLE METHODS OF TAXING INCOME DERIVED FROM COR- 
PORATIONS. In our discussion of the extent to which personal and corpo- 
rate income taxes have been integrated in practice, we have taken for granted 
that integration is desired. By integration we mean the adjustment to one 
another of the two taxes on income so as to avoid double taxation of a 
given type of income, and so that they complement one another in such 
manner as to accomplish tax coverage of all items of income. 

It is essential to the analysis that we see clearly the relation of corporate 
to personal income. The corporation is simply a business organization, differ- 
ing only in certain matters of legal status from other types of business units. 
If a person operates a corner grocery business of which he is sole proprietor, 
the net income of the business is never seriously considered as distinct from 
the grocer himself. If his grocery business earns net $5000 for a year, that 
is the equivalent of saying that the grocer earns $5000. It would be absurd 
to claim that the grocer and the grocery together receive income of $10,000. 
For when the books of the grocery business show $5000 net after payment 
of all current obligations to outsiders, that amount constitutes the grocer’s 
personal income. No known income tax has ever taxed such income once to 
the business and again as income to the individual proprietor of the business. 

Let us assume the case of three lawyers who combine their talents and 
create a “legal firm,” a professional partnership. The partnership itseff, how- 
ever, is but an organizational shell within which they practice their pro- 
fession. During the year the firm receives net income over and above its 
out-payments to persons and firms outside the partnership. At one stage this 
appears as income to the partnership (firm), but in reality it is, of course, 
income to the partners, and is distributed among them according to the ter ms 
of the partnership agreement. Income to the firm is but individual income 
of the owners of the firm, caught in an accounting snapshot prior to its dis- 
tribution among those who are entitled to it. Even before distribution it is in- 
come to which the partners as individuals have economic title. If the part- 
nership earns $20,000 net during the year, and this amount is subsequently 
distributed to the partners, there would be neither reality nor utility in claim- 
ing that the partnership and the partners combined netted $40,000 for the 

7 The tax, ostensibly to reach tax-exempt federal securities held by corporations, ap- 
plied to all net income except dividends received from other taxpaying corporations. 
Rates in 1941 were 6% and 7%; in 1942 they were made to range from 10% to 
16%; in the 1945 Act rates were made 6% to 14%. 
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year. In income tax matters there is complete agreement upon these con- 
clusions with respect to business incomes derived through the individual 
proprietorship or through the partnership. But though the logic of the con- 
clusion extends naturally to the corporation as well, tax practice since 1936 
has denied it. 

Net income to the corporation is income available for distribution to the 
owners (stockholders) of the corporation. If it is not distributed it is never- 
theless income of the owners which they choose not to take out but to put 
back into the corporation. But the act of distributing corporate income to its 
owners (or of reinvesting it for its owners) is not an act creating additional 
income. Clearly, then, if under the income tax we impose a levy upon the 
income to the corporation and again upon the distribution of that income 
to those entitled to it we are guilty of double counting of a single income. 
From the point of view of equity among taxpayers, double counting is un- 
desirable only when it is not complete. If all incomes were taxed twice at 
comparable rates, no single taxpayer could reasonably complain against in- 
justice, though he might reasonably complain of the intensity of the double 
tax burden. But to impose a tax on corporate income before distribution 
at rates ranging from 30 per cent to 52 per cent, and then to impose a 
normal tax at 3 per cent ® after distribution is to practice gross discrimina- 
tion against such incomes. For profit derived from other forms of business 
organization are subject to no separate tax before distribution. Wage, sal- 
ary, interest, rent and royalty incomes are subject only to individual normal 
and surtaxes. Profit incomes are taxed in the same manner if they are de- 
rived from an individual proprietorship or a partnership.® Profit incomes de- 
rived from a corporation are subject to individual normal and surtaxes, but 
in addition are singled out for special penalty in the form of the 30-52 per 
cent corporate tax. This discrimination implies the false presumption that 
the income of a corporation becomes a second income when distributed 
to its owners. This theory becomes completely confused, however, when we 
try to apply the principle of ability to pay separately to corporate and per- 
sonal incomes. For if the ability to pay implies the ability to sacrifice — to 
give up utility — then the corporation, being not a natural person but a legal 
entity existing only “in contemplation of law,” cannot experience utility or 
disutility, and its whole income can be given up without one iota of sacri- 
fice to the corporation. Were we to follow strict logic, and on these grounds 
tax corporate profits at 100 per cent, it would become immediately evident 

8 These rates were applicable to 1952 income under the 1951 Act. 

® Unless it is a “limited partnership,” in which case it is subject to tax as if it were 
a corporation. 
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that the income to the corporation is the income of the owners of the cor- 
poration, and that the owners bear the burden of corporate income taxation. 

The first step in proper integration of personal and corporate income taxes 
is thus elimination of the tax upon corporate income in general.^® This step 
would accomplish real progress in improvement of the system of income 
taxation. But it does not necessarily mean elimination of all income taxes 
collected from the corporation. For we have still to deal with that part of 
corporate income not distributed and thus not liable to personal income tax- 
ation, either under the existing system or the system here proposed. Undis- 
tributed corporate income is saved personal income of the owners of the 
corporation, and represents an ability to pay similar to other income. In 
recent years undistributed corporate profits have represented a significant 
portion — ^ranging from about one-fourth to over one-third — of gross saving 
in the economy.^^ Such saving hy corporations has escaped taxation as per- 
sonal income when earned, while the remainder of total savings has occurred 
after personal taxes have been paid on the income from which savings were 
made. Corporate saving has thus (except under the short-lived undistributed 
corporate surplus tax) been granted preferred status. 

Three possibilities present themselves in solution of the problem of un- 
distributed profits.^^ The first possibility is revival of something similar to 
the 1936 undistributed corporate surplus tax. The corporation would pay a 
tax upon that part of individual income reinvested by it, measured by the 
amount of income undistributed. This possibility has several weaknesses, how- 
ever, and cannot strongly be recommended in view of the existence of prefer- 
able methods. Rates of tax must be determined which at least approach 
typical rates which would have been paid by individuals if income had been 
distributed. Under present conditions — a wide range of progressive personal 
rates and distribution of corporate shareholding among nearly all income 
classes — any schedule of rates selected could only very roughly approximate 
the appropriate personal rates. If rates on undistributed income were made 
progressive with respect to the amount of income withheld, or the ratio of 

This does not mean that there can be no taxes upon corporations. State and local 
property taxes would still be paid by corporations, as would business taxes. But the 
federal corporation income tax grew up as a tool for collection at the source, and not 
as a business tax distinct from the income tax. Whether or not it is justified as a separate 
business tax is a question which we later study in connection with business taxes. (Chap- 
ter 22.) 

National Income, Supplement to Survey of Current Business, 1951, p, 152. 

t2 Some of the possibilities here considered are suggested by H. M. Groves (op. cit.. 
Chapter III, and Production, Jobs and Taxes, New York, McGraw-Hill, 1944, pp. 29- 
48). Groves’ discussion of the problem is highly recommended. It is suggested, however, 
that in the references cited above no such rigorous distinction is made between corporate 
taxes as income and business taxes as is assumed here. 
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withheld income to total capital, they would operate on quite a different base 
than do personal surtax rates. Wlicn we add the requirement of averaging 
personal income over a period of years (including undistributed corporate 
income) the roughness of the approximation of a tax paid by the corporation 
to the appropriate levy upon the individual is evident. It is of course true 
that the roughness would be ironed out in the end, by refunds of overpay- 
ments or additional collections in cases of underpayment, i'* But the extent 
of such year-end adjustments would be so great as to argue strongly for 
adoption of another alternative. 

The second possible treatment of undistributed corporate income is to 
tax it as capital gain to the stockholder when realized through later sale of 
his securities. This is probably the least attractive of all. In essence it in- 
volves waiting until the security is sold or the stockholder dies before col- 
lecting the tax, if, indeed, capital gains do exist at that time. As Groves 
says, “The timing of taxation is exceedingly important, and it is doubtful 
if any burdens imposed upon the dead can make up for immunities allowed 
the living.” This proposal is so out of harmony with the ideals which have 
brought about the system of current lax payments that it should be discarded 
on those grounds. In addition, if this treatment were applied to reinvested 
corporate earnings it should in justice be extended to those of unincorporated 
businesses. 

The third possibility possesses the merits of both equity and simplicity. It 
is to treat the whole income received through the corporation exactly like 
that received through the partnership or tlie individual enterprise. With re- 
spect to distributed income, it would be accomplished through the action 
previously suggested — repeal of the present corporation income tax. With 
respect to undistributed profits the corporation would notify stockholders of 
record at the end of the tax year of the amount of earnings on their holdings 
not distributed. Negative earnings (net losses) per share would be reported 
in the same manner, and similar information submitted to the Treasury for 
the purpose of checking individual returns. His share of undistributed cor- 
porate earnings would then be reported by the stockholder on his individual 
return and the rates appropriate to his whole net income (including undis- 
tributed profits) would be paid. Such a plan would operate equitably in all 
individual cases. It would eliminate the tax loophole now present by remov- 
es Presumably the individual would include undistributed earnings as a part of his 
income in his year-end return, and submit receipts for taxes paid for him by the corpora- 
tion when he settles up for the year. Such year-end adjustments are already numerous 
under the present system of current tax payments. 

Reprinted by permission from page 61 of Postwar Taxation and Economic Progress, 
by Harold M. Groves, copyrighted 1946 by The Committee for Economic Development, 
published by McGraw-Hill Book Company, Inc. 
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ing from corporate management any tax influence in the determination of 
dividend policy. The needs of the corporation for reinvested earnings would 
predominate in decisions to distribute or not to distribute, and not the desires 
of individual large stockholders to avoid personal income taxes. 

The difflculties of such a plan are not great. Obviously, if income previously 
untaxed is to be brought under taxation, some further accounting and report- 
ing will result. It has been suggested that the taxpayer might find himself 
liable for a tax on undistributed profits when he has actually realized no 
available cash with which to pay the tax. If such embarrassment were to 
materialize — which is entirely possible — a system of collection at the source 
is not unthinkable. The corporation now withholds taxes on wages paid, the 
amount v/ithheld being determined by the wage earner’s individual tax 
liability. It is likely that the same could be done to an extent which would 
take care of possible financial embarrassment to small stockholders. Groves 
suggests that the corporation could distribute enough of the earnings as cash 
dividends to cover the tax liability, though he recognizes that stockholders 
embarrassed by illiquidity are likely to be those small holders who carry little 
weight in determination of dividend policy. Finally, we may note the criticism 
that any taxation of undistributed profit is a burden on saving. This is of 
course true. But it is as great a burden upon the saving of unincorporated 
businesses and other individuals as upon those who own the corporation, and 
to date only corporations have been especially favored. It would seem that 
discouragement of savings by an effective tax on undistributed corporate 
profits would be largely offset by elimination of the present corporate normal 
and surtaxes. 

Our discussion of the proper relation of personal to corporate income taxes 
has proceeded in terms of equality of burden of such taxes upon the various 
tributaries which make up the personal income stream. We have seen that 
the current system of double taxation of personal income derived through 
the corporation imposes a peculiar burden upon this type of income. The 
principal objective in elimination of the corporate income tax is that of ac- 
complishing elementary justice among income receivers. But an additional 
evil resulting from such discrimination is its discouragement of investment, 
since the net returns from the type of investment which carries the major share 
of economic risk are subject to discriminatory treatment. 

Our analysis of the problem brings us to a simple conclusion with respect 
to the most desirable method of attaining the objective of eliminating this 
discrimination. Elimination of the corporation income tax in its entirety is the 
first step. This corrects a fundamental fallacy in current income tax practice 
— the presumption that income derived through the corporation is both in- 
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come to the corporation itself and to the owners of the corporation, while 
other business incomes are simply incomes to the owners of those businesses. 
It is not evident why, either in theory or in practice, undistributed corporate 
income should not be treated exactly like undistributed income of a partner- 
ship or an individual proprietorship. 

An inevitable practical objection is raised against any reform proposal 
which would reduce the total revenue derived from the income tax. The 
corporate income tax has been a heavy revenue producer to the federal 
treasury, and the sacrifice of this revenue, under conditions of high budgetary 
expenditures and high public debt, is not to be taken lightly. It should be 
evident, however, that adoption of the proposals above would not result in 
the net loss of the whole of present corporate income tax revenues. In the 
first place, the taxation of undistributed corporate income to the individual 
would offset some revenue loss from abandonment of the corporate income 
tax. In the second place, elimination of the corporation tax would increase 
personal incomes derived through the corporation, and thus increase the 
personal income tax revenues. Let us observe the revenue effects of the pro- 
posed changes, when we assume that: (1) over-all, 30 per cent of corporate 
income is reinvested, (2) the average tax rate on corporate income is 50 
per cent, and (3) die average effective individual rate on income derived 
from corporations is 50 per cent, which would mean that dividends would 
place the Income of the typical dividend receiver in about the $14,000 in- 
come class. 


Present System; 

Corporate taxes per dollar of corporate income $.50 

Personal taxes per dollar of corporate income ($.50 remain- 
ing after corporate tax; 70% of $.50 actually distributed 
and subject to individual tax at 50%) .175 

Total revenue per dollar of corporate income $.675 

Proposed System: 

Corporate tax per dollar of corporate income none 

Personal tax per dollar of corporate income (all corporate 

income taxed as if distributed, at 50% rate) $.50 

Total revenue per dollar of corporate income $.50 

Net revenue loss per dollar of corporate Income $.175 


Under the assumptions of our example, which if not exactly square with the 
facts at least is probably not rigged in favor of the proposal, there is a 26 
per cent revenue loss from the proposed change. If the applicable personal 
tax rate were 40 per cent the net revenue loss would be 24j;i per dollar of 
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corporate income; if it were 60 per cent, the loss would be 110 per dollar. 
The crux of the revenue question in such a revision in tax practice is to be 
found in the relation of effective personal income tax rates to effective cor- 
poration tax rates. When corporate tax rates are relatively high, abandon- 
ment of this tax would involve significant revenue loss. But when corporate 
rates are high the inequity of double taxation is extremely onerous. 

In spite of revenue loss, it would appear to be justified in terms of the 
gain in equity and the long-run encouragement it would give to the invest- 
ment of venture capital. And though it is revenue, and not equity, which pays 
government costs, having attained equity we are on much firmer ground in 
proceeding toward tax rates which will meet revenue needs. 

Elimination of the corporate income tax, and the taxation of corporate 
profits — ^whether distributed or not — as individual mcome, would solve a 
problem which has caused an inordinate amount of trouble throughout our 
income tax history. It is the problem of using the corporation as a personal 
tax dodge. Tlie receivers of very large incomes have at times “incorporated 
themselves” to avoid payment of high personal surtaxes. The top-bracket 
corporate rates being considerably below top-bracket personal surtax rates, 
by making what is actually personal income become income of a corporation 
for tax purposes the individual can considerably reduce his immediate tax 
obligation. Suppose an extreme case in which the net income of an individual 
is one million dollars per year for a period of one year. The effective com- 
bined individual normal and surtax rates on such an income would be ap- 
proximately 90 per cent. Thus in a single year he would be obligated to pay 
approximately $900,000 tax. By making the major part of this income an 
income to his corporation, the corporate tax rate applicable would be 52 
per cent. Suppose one hundred thousand dollars were to be taken as personal 
income, and the remainder made income of the personal corporation. The 
personal income tax payable would be approximately $70,000. The income 
to the corporation ($900,000) would be taxed at approximately 52 per cent, 
making the corporate tax $520,000. Total tax in the year in which the mil- 
lion doUar income is earned would thus be about $590,000, as contrasted 
with a tax of $900,000 if the whole income were taxed as personal income. 
The final difference is, however, less marked, for when at some future date 
he draws funds from the corporation he will be subject to personal income 
tax. Nevertheless, he will likely draw funds from the corporation at a time 
when his current income is low and will thus fall in a lower surtax bracket, 
or when tax rates in general have been reduced. Or, by dissolving the cor- 
poration at a later date and distributing the assets to himself, he would pay 
only a capital gains tax of 26 per cent. 
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Such avoidance is clearly not contemplated in the theory of the income 
tax.^“ It arises out of the complexity of recent tax practice, and to attempt 
to check it as a peculiar loophole not only adds to the pieced-up and patched- 
togelher character of the modern income tax, but runs the risk in the patching 
of adversely affecting some other taxpayers whom it is not intended to dis- 
turb. If income to the corporation is treated as income to the individual, 
this simple return to essentials eliminates the patchwork character of the 
system. It is frequently both cheaper and more satisfactory to tear down an 
old house and build a new one than to undertake a program of perpetual 
repair and renovation. 
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CHAPTER 19 COUNTER-CYCLE 
ADAPTATION OF 
THE INCOME TAX 


PRINCIPLES OF COUNTER-CYCLE TAXATION 

To this point we have not had occasion to observe the principles which 
would govern counter-cycle tax policy. With the income lax, however, we 
must face the problem squarely, since our findings have consistently indi- 
cated more rather than less importance of personal income taxation in the 
tax systems of the future. It is important to emphasize that taxes do have 
monetary effects, whether or not these effects are intended. Taxes do affect 
the levels of consumption and investment, and thus the level of income. This 
being the case, and the monetary effects being so extremely important to 
general welfare, it is logical that proper income effects be made major ob- 
jectives in establishment and administration of the revenue system. From the 
point of view of intent, the traditional view of taxation as an instrument 
solely for raising governmental revenue, and “functional taxation” as an in- 
strument for taking purchasing power away from individuals, are far apart. 
But taxation for revenue purposes generally results in reduction of private 
consumption and/ or investment, and thus has “functional” results sometimes 
good and sometimes bad. And functional taxation produces revenue, some- 
times “adequate,” sometimes more than “adequate,” and sometimes less than 
“adequate” from the traditional point of view. Though fundamental intent 
of the two approaches is quite distinct, the results may be and frequently are 
in harmony. 

It is repeated that counter-cycle taxation and counter-cycle spending are 
integral parts of a single program. The objective is to increase or decrease 
total private and public spending. While spending policy substitutes public 
for deficient private spending, in that phase of the cycle tax reductions are 
intended to encourage increased private spending. As the cycle moves into 
boom conditions a minimum of public spending and a maximum of taxation 
to curb private spending are indicated to defend the economy against price 
inflation, It will be observed that the instinctive preferences of typical indi- 

375 



376 


COUNTER-CYCLE ADAPTATION OF THE INCOME TAX 


viduals would allow this two-cylinder fiscal engine to work only at 50 per 
cent efficiency. For instinctive preferences are for low taxes and low ex- 
penditures. During periods of low income the instinctive preference for low 
taxes is consistent with functional requirements, while in periods of boom the 
indulgence of this preference is highly dangerous. During boom periods the 
preference for low governmental expenditures is instinctively in line with 
cyclical requirements, while its indulgence during depression represents an 
almost purely negative policy. Were fiscal policy guided by pure instinct 
we should be without the services of the more positive of the two instru- 
ments, both in boom and in depression. 

The Congressional drive in 1947 to reduce federal taxes “20% across the 
board” was clearly not founded upon proper counter-cycle tax thinking. For 
the economy had been operating under full employment conditions con- 
sistently following the summer of 1946, and prices were at a frighteningly 
high level and were continuing to rise. It is, of course, tempting to reduce 
taxes to relieve the squeeze of high prices upon small incomes, but the effect 
of such action can only be to release funds for private spending which will 
finance further inflation. During this period Congressional policy was confused 
and inconsistent; appropriations committees severely reduced budget requests 
for funds to continue long-planned federal power developments, for the reason 
(among others) that government competition for scarce materials and labor 
was inflationary, while revenue committees were busy lowering taxes and thus 
releasing funds for private spending for similarly scarce goods and labor.^ 
The compensatory policies indicated were those of spending at the lowest 
level consistent with national and world obligations, and maintenance of high 
tax rates. Then if ever, was the opportune time to retire debt out of Treasury 
surplus, or in the extreme case to hoard surplus in the form of unused Treas- 
ury deposits with the banks.^ 

The over-all purpose of counter-cycle taxation is to encourage private con- 
sumption and/or investment when the national income is below the full em- 

1 Actually the conflict of policy was due to persistently ignoring the economic effects 
of such acts in favor of their political effects. The economic arguments were opportun- 
istically utilized where convenient, and ignored elsewhere. It was frequently claimed that 
anticipated recession could be forestalled by tax reduction. But recession at the time 
was only a feared future consequence of galloping inflation; it was not a reality during 
the Congressional debates, for the indexes were moving consistently upward. The argu- 
ment for tax reduction to forestall probable recession is tantamount to insistence that 
fiscal policy should support continued inflation. It is not only a practical impossibility 
to support inflation indefinitely, but patently foolhardy. A vehicle is slowed down with 
greater comfort to all concerned by steady application of the brakes than by collision at 
full speed. 

3 This latter practice of hoarding Treasury surplus uses the anti-inflationary tool of 
heavy taxation to remove spendable funds from the market, but avoids the return of 
these funds to the market through debt retirement. 
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ployment level, and to brake consumption and/or investment when full 
employment has been reached and further spending can only result in in- 
flation. With this over-all purpose in mind we list the required qualifications 
of a tax system capable of effective counter-cycle use. 

1. The incidence of a particular tax must be dependably known. 

2. The tax must be applied to a base which is or closely approaches the 
income stream to be favorably or adversely affected, or to the transaction 
or activity which it is desired to encourage or discourage. 

3. The tax must lend itself to timing of the impact so as to gain the de- 
sired effect when it will accomplish the purpose intended. 

4. The tax (or the system of taxes) should be structurally capable of 
simple adjustment, both in rate and in base. 

1. INCIDENCE. This point has been mentioned so frequently as to require 
no further elaboration and only brief repetition. Our knowledge of incidence 
lacks precision with respect to every type of tax, though the approach to 
precision is far closer in the case of some taxes than of others. In general, 
only two classes of broadly applicable taxes offer sufficiently precise con- 
clusions as to incidence to meet the requirements of counter-cycle taxation. 
They are taxes on net income, whose incidence is generally upon the net in- 
come itself, and consumption taxes, whose incidence is generally upon the 
consumer. A tax which is to be used to encourage or discourage consumption 
or investment — or particular forms of either — will serve badly if its inci- 
dence is unknown or only possible of rough estimate. 

2. THE TAX BASE. For counter-cycle purposes it is clearly evident that 
the useful tax is that whose base is at the root of the condition to be remedied. 
A deserter could be executed with a rifle or with an atomic bomb, though 
the former method is clearly preferable because it confines the punishment 
to the criminal alone. The dinner roast could be cooked by setting fire to the 
house, though many unintended results would be obtained. The tax measure 
which is useful for control purposes should be subject to specific application 
at the control point. On the other hand, measures which excel as precise in- 
struments for meeting particular situations will frequently serve very badly 
when general and over-all effects are desired. A carpenter could construct 
some sort of building by the use of hammer and chisel alone, but the end 
result would be inferior to that obtained by the use of a full selection of tools. 
If a general encouragement to consumption is desired, relief from property 
tax rates would be quite inferior to relief from personal income tax rates in 
the lower brackets. This is true for the reasons that under property taxation. 
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(1) rate reductions would relieve relatively few potential consumers who 

(2) do not represent uniformly the class to whom tax relief would result in 
increased consumption. Wc may add (3) the institutional fact that property 
taxes are state and local taxes, which militates against the likelihood of uni- 
form action. Most circumstances under which tax adjustment would be em- 
ployed to improve a cyclical condition arc probably those under which a 
broad base is desired. This being the case, the personal income tax is clearly 
that tax which will generally be most useful for counter-cycle purposes. For 
the base of the tax — income — is also basic to the propensities to consume 
and to save. We have previously noted the tendency of these propensities to 
vary with the amount of income. 

But although counter-cycle tax adjustments would most commonly operate 
on a broad income base, there may well be circumstances in which it is de- 
sired, for sumptuary reasons, to affect a single type of income, a single type 
of income disposal, or transactions in a particular class of product. Were 
conditions to require special encouragement to the investment of venture capi- 
tal — e.g., conditions of secular stagnation in a “mature” economy — favored 
treatment could be given to business profits by relatively lower rates upon 
such incomes and upon capital gains." And were the situation such as to 
require tax discouragement to the purchase of certain products, this could 
be at least partially accomplished by selective sales taxes which so raise the 
prices of those products as to place them out of reach of the mass of buyers. 

The point which we here emphasize is that compensatory taxation can 
effectively utilize only a small portion of the tax measures now in vogue. 
Property and poll taxes, taxes on business, and taxes on the transfer of 
wealth at death, do not lend themselves to functional use. Personal income 
taxes, because they are based upon the fundamental datum of functional 
control, will be most widely useful for this purpose, while specific — and even 
general — sales tax measures may be acceptable in special situations.^ 

3. TIMING. The principal economic effects of taxation occur at the time 
when their incidence is felt. Propensities to spend, save, and invest materialize 
principally at the point of realization of disposable income. Personal choices 
respecting the use of income do not coincide in time with dates on the tax 
calendar. If, therefore, functional taxation is to gain its maximum effects it 
must influence the magnitude of currently realized income, and bring its 
influence to bear at the time of realization. A system of current tax payments 

3 In the opposite situation, where there is a threat of overinvestment, excess profits 
taxes would be effective instruments. 

4 We reserve analysis which points to preference for income rather than sales taxes in 
almost any situation for Chapter 20. 
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is thus a sine qua non of income taxation if the tax is to be used for func- 
tional purposes. Nor does the business cycle accommodate itself to tradi- 
tional fiscal calendars. If anticipations are to be most affected by tax encour- 
agements or brakes, the impact of tax incidence must be timed to coincide 
as nearly as possible with changes in anticipations. 

We see again, therefore, that many of our tax measures meet counter- 
cycle requirements very badly. Death taxes and poll taxes are useless for 
this purpose. Property taxes are so unrelated to the timing niceties of ability 
to pay, and so thoroughly imbedded in traditional calendars of “tax-due 
dates” as to offer little prospect of counter-cycle usefulness. Even capital 
gains and losses, realized only when assets are sold, are out of harmony with 
the timing aspects of personal choices as to income disposal. Again we are 
left with personal income taxes and sales taxes as the only types amenable 
to proper timing. 

4. ADJUSTABILITY. Other things being nearly equal, the tax system which 
recommends itself for functional (as distinct from revenue) use is that which 
allows adjustment of burdens with a minimum of necessary taxpayer adjust- 
ment to new and unfamiliar tax practices. Administrative difficulties arise 
out of the complexity of modern tax systems and the widespread lack of 
understanding of how they operate. It is difficult for society to adjust to 
radically new tax measures. Ideally, therefore, the system should be based 
upon a minimum number of permanent tax measures, and adjustments should 
be accomplished by simple changes in rate schedules and exemptions in those 
permanent measures, rather tlian by the recurrent entrance and exit of special 
taxes. To avoid the confusion which follows from frequent and radical change 
in the nature of the taxes used, the basic and permanent system should in- 
clude a few taxes with which society can become familiar. Counter-cycle 
adjustment of burdens then becomes a relatively simple matter of adjustment 
in the rates of a familiar tax, rather than a piling-up and unpiling of a mis- 
cellaneous collection of quite unrelated measures. 

The frictions inherent in adjustment through the complex process of put- 
ting on and taking off separate taxes are of various types. The very un- 
famUiarity with new measures makes nice and properly timed adjustment 
difficult. A spendings tax, such as was widely recommended in 1942 to reduce 
upward pressure on the prices of scarce consumers’ goods, would have re- 
quired the individual to establish a system of personal accounting which very 
few persons normally follow.® The same is true of the recommended “excess 

5 Since the objective was to discourage by tax penalties excessive spending by those 
whose wartime incomes were abnormally high, a sales tax would not serve. For the 
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income” tax. In addition to the administrative problem involved in the im- 
position of unfamiliar taxes, it is questionable whether the effects of such 
taxes upon spending, saving, and investment are as immediate as are changes 
in the rates of familiar taxes. Economic man adjusts his actions slowly to 
novel facts or prospective facts dimly seen. It appears reasonable to conclude 
that the adjustment of spending to an increase in current rates of an existing 
income tax would be more immediate and more possible of logical forecast 
than would that to a novel tax. 

A further set of frictions arises out of the necessity for development of 
techniques for administering new taxes. Legislation takes time and the tech- 
niques of administrative management develop with experience. And when 
downward adjustment of tax burdens is indicated, some time and effort are 
required to place “on-again-off-again” tax measures in a “caretaker status” 
— inactive but capable of reactivation. With these frictional considerations 
in mind, we are led to a clear preference for a tax system comstituted by a 
few broad taxes which contain within themselves the necessary elastic possi- 
bilities. Again we find ourselves describing the personal income tax. The 
general outlines of the tax have become widely familiar among taxpayers. 
The suggestions made in this and previous chapters would achieve major 
simplification of the tax, and thereby encourage general familiarity with it. 
The rate schedules of the personal income tax offer almost unlimited possi- 
bilities for rate adjustment without disturbing the body of the tax itself, while 
further possibilities exist for separation of different types of income for pur- 
poses of special treatment, should functional objectives require it. 

Though most foreseeable cyclical circumstances would call for general 
adjustments in the amount of disposable income left in the hands of indi- 
viduals — adjustments best accomplished through the income tax — there may 
well be circumstances in which a more selective approach is required. When 
such circumstances obtain, specific sales taxes may prove useful. And it is 
probably true that “adjustability” as it refers to sales taxes implies their in- 
termittent installation and removal rather than variation in their rates. This 
conclusion is indicated by the fact that the conditions in which selective sales 
taxes may be useful are likely to be constantly changing. Thus, one group of 
articles may be the object of sales taxation at one time, while quite another 
list would be desirable under other circumstances. In addition, the conditions 


sales tax would fall indiscriminately upon the war spenders who were largely responsible 
for the inflationary pressure upon retail prices and upon those who, because their in- 
comes were fixed or their expenditures consciously curbed, were not responsible. The 
tax would logically, then, have been imposed upon spending in excess of normal, and 
would require personal accounting to show excess spending. 
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in which sales taxes are useful may well be such as to require either absolute 
exemption or burdens heavy enough to discourage purchase severely. It is 
well, therefore, to recognize that counter-cycle taxation, though it should 
operate principally and consistently through the income tax, cannot afford 
to rule out completely the possible usefulness of consumption taxes. 

In concluding our discussion of the principles governing the counter- 
cyclical use of taxation, it may be profitable to note that “every taxpayer, 
individual or corporate, is inclined to think that the best incentive would be 
to reduce his own taxes.” ® It is customary for most taxpayers to accept whole- 
heartedly the principles of and the need for compensatory fiscal policy when 
there is prospect that the practice of this policy may result in reduction of 
taxes which affect them. But when the identical principles indicate tax in- 
creases during boom periods, or high expenditures in periods of underem- 
ployment, there is considerably less consistency in embracing them.'' The 
“confidence” factor is probably as important in functional taxation as in func- 
tional expenditure. And predictions as to the effects of tax changes upon 
confidence are by no means always dependable. Each taxpayer naturally 
feels that a reduction of his taxes would improve his confidence and his 
anticipations. Whether this would result in more spending of the type desired 
to promote full employment, more spending of a type contributing only to 
bottlenecks and inflation, or more hoarding, can generally be determined 
more dependably by observation of the results than by expressions by the 
individual as to the state of his confidence. 

COMPENSATORY ADJUSTMENTS IN THE PERSONAL 
INCOME TAX 

Our analysis of income taxation in the United States has led us to several 
conclusions with respect to changes which should be made in order to ac- 
complish greater justice, greater simplicity, and greater adaptability to ad- 
justment for economic (as distinguished from revenue) purposes. We need 
to be more specific with respect to the kinds of adjustments which can be 
made to serve functional or counter-cycle objectives. There are two levels 
of objectives to be considered; over-all and long-run adjustments which are 

^Marriner S. Eccles, “Possibilities of Postwar Inflation and Suggested Tax Action,” 
Federal Reserve Bulletin, March, 1944, p. 225. 

t The Congressional committee hearings are full of testimony favoring lowering of 
individual or corporate rates, inclusion of capital losses in full in computing net income, 
or preferred treatment of capital gains, generally with a view toward increasing con- 
sumption and/or investment. The testimony frequently runs in quasi-Keynesian terms, 
and this small segment of the Keynesian system is accepted without reservation. Major 
reservations are, however, introduced when the system calls for increase of the debt or 
of tax rates. 
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made not to meet particular, temporary, and changing cyclical needs, but to 
bring the administration of the tax into line with ability to pay and thus re- 
move unintended barriers or encouragements to consumption or investment; 
and short-run, immediate adjustments to meet particular cyclical require- 
ments. 

OVER-ALL ADJUSTMENTS. Nearly all suggestions contained in Chapters 
16, 17, and 18 have been made to accomplish greater tax justice among 
various types of income. It is worthy of note, however, that improvements 
which relate tax burdens more precisely to ability to pay are in essence func- 
tional improvements. Discrimination against a particular type of income fre- 
quently has important — though unintended — functional consequences in its 
influence upon consumption or investment. Our general economic objectives 
are to promote a high level of consumption and to promote the investment 
of savings, within the limits of our productive capacity. When the limits of 
productive capacity are reached these objectives become anti-inflationary. 
As a general rule, the type of long-run tax structure required is that which 
allows freedom of the individual from artificial tax restraints upon the dis- 
posal of income. That is, the starting point for administration of counter- 
cycle tax policy should be a tax system fitted as perfectly as possible to in- 
dividual ability to pay, in which disposition of personal income is determined 
by personal needs and economic outlook. Upon that base of fundamental 
non-discrimination against particular channels into which income may go, 
we may then apply short-run anti-cyclical adjustments. 

Let us review our major conclusions respecting changes in long-run in- 
come tax structure, to see in what ways they serve long-run functional ob- 
jectives. 

1. THE EARNED INCOME CREDIT. Those “incomes” received from the 
performance of personal service, being less permanent than property incomes, 
should be considered partially as net income and partially as replacement of 
“capital.” The effect of such treatment would be the liberation of the capital 
portion from income taxation, and thus to leave a larger portion of such 
“income” after taxes for disposition by the receivers of wages, salaries, and 
fees. The vast bulk of such incomes accrues to the lower-income groups, 
whose propensities to consume are high. We may confidently expect the long- 
run effect of such tax treatment to encourage a higher level of consumption. 
The tax-exempt portion of such incomes would then be available for sav- 
ings against future termination of income, releasing for consumption (or 
saving) a larger share of income receipts. If the worker’s “take-home pay” 
after deduction of current income taxes is increased, the difference will likely 
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go into consumption expenditure if he has consistently followed an orderly 
program of saving for old age and death (either through private or social 
security programs). It is thus seen that the earned income credit, in addition 
to equalizing the “nctness” of different income types, accomplishes the de- 
sired functional objective of promoting a higher level of consumption. 

2. AVERAGING OF INCOME OVER A PERIOD OF YEARS. The rec- 
ommended averaging plan would treat fluctuating income as if it were con- 
stant over a period of years. It accomplishes greater justice among taxpayers 
by considering ability to pay in terms of long-run income. It is, however, 
difficult to forecast what the effect upon consumption or saving might be if 
such a plan were inaugurated. There are reasons to believe that allowing the 
carry-over of credits for low income would soften the tendency to cut ex- 
penditures to minimal limits in years when income is low, on grounds that 
less saving or more dis-saving in low income years can be more easily com- 
pensated in periods of higher income because of lighter taxation in those 
periods. On the other hand, under the averaging scheme, taxes in low-income 
years would be higher than at present. Which of these two opposing influences 
would be stronger, resulting in greater regularity or irregularity in consump- 
tion and/or investment from year to year, would depend upon the level 
around which annual income fluctuates, and upon the particular anticipations 
of the individual. Those with low incomes fluctuating above and below the 
personal exemption would clearly be encouraged to increase their long-run 
level of consumption. This is true because when income is above the exemp- 
tion the tax would be lower than at present because of the carry-over of tax- 
free credits from poorer years, while it is probable that in poorer years little 
or no tax would be paid because of unused exemption. In the upper-middle 
and high incomes the effect would be prnicipally upon saving and only 
slightly upon consumption. But the consumption-saving behavior of the lower- 
middle incomes under an averaging plan is hardly predictable with accuracy. 

3. TAXATION OF CAPITAL GAINS AND LOSSES AS INCOME. Those 
persons to whom the method of taxing capital gains and losses is important 
are generally to be found in the higher-income groups. Since for these in- 
comes the average propensity to consume is relatively low, we may expect 
changes m the method of taxing gains and losses to affect prmcipally the 
disposition of savings. The changes recommended would impose regular 
personal income tax rates on net gains (eliminating flat rate taxation) , and 
allow deduction of net losses from other income. We may view the effects of 
such changes from two points of view: (1) the effects upon realization of 
gains and losses in any year, and (2) the effects upon disposition of gain 
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and loss income realized after payment of taxes. The first requires only brief 
treatment, since the tax influence upon decisions to buy or sell capital assets 
is probably not great. In so far as tax considerations do enter into decisions 
to buy and sell, the elimination of the low and flat rate on gains would 
operate to discourage the taking of gains when they would add greatly to an 
already high income. And likewise capital losses might be realized in larger 
volume when such losses could be cancelled against high other income. We 
repeat that tax considerations are probably of minor importance in deter- 
mining the volume of gains and losses, but the results outlined above would 
seem to imply some use of gains and losses to level off violent fluctuations 
in taxable income through tire cycle. 

The effects upon disposition of income (including gains and losses) can 
be looked for principally among the high-income groups to whom these 
changes would be particularly applicable. If income through the cycle were 
to become less fluctuating, because of the conscious realization of gains and 
losses to accomplish this purpose, we should expect a tendency toward regu- 
larized saving from year to year. But the most significant long-run effect 
would probably be upon the proportion of savings going into investment. 
The present scheme, by taxing gains reasonably heavily and ignoring losses, 
clearly says to the investor that government will share in his gains but not 
in his losses. We might reasonably anticipate, therefore, that such a change 
in the taxation of gains and losses as we have proposed would remove one 
brake upon investment in risky enterprise. For the characteristics of risky 
investment are relatively large gains and relatively heavy losses. It is pre- 
sumed to be unnecessary to repeat the national income requirement that 
savings be invested. The encouragement to investment is more marked when 
we couple the proposal to tax gains and losses as income with the earlier 
proposal to average incomes over a period of years. For the averaging process 
would allow cancellation of losses against gains and other income not only 
in the year realized, but over a much longer period. It appears quite certain 
that the sum effect of these proposals would be to encourage the type of 
investment most required to break the grip of either cyclical recession or 
secular stagnation upon an economy. 

4. ELIMINATION OF DOUBLE TAXATION OF CORPORATE PROF- 
ITS. The principal result of our proposal to eliminate the corporate income 
tax would be to remove present excessive burdens upon corporate profits. 
Those whose corporate dividends are a part of low incomes would thus have 
larger income after taxes than under present arrangements. The expected 
consequence would be a rise in the level of consumption, and a possible 
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minor increase in savings. Among higher income individuals receiving cor- 
porate dividends there would likewise be an increase in income after taxes.® 
Clearly the potential level of private spending is increased. Whether or not 
this increased income will actually be spent to create additional income can- 
not be formulated as a generalization. For low-level dividend receivers it 
would very likely be spent for consumption. For others, it is at least avail- 
able for private spending, while it is not so available if taxed away from the 
corporation. And if not privately spent, it is almost certainly preferable to 
tax it away from individuals for government spending or to substitute deficit 
spending than to discriminate against this form of income as does the cor- 
porate tax. 

A principal advantage in eliminating the corporate tax is the encourage- 
ment to the investment of savings in corporate enterprise. The major part of 
industrial production in the economy is carried on by incorporated business 
enterprises. We may therefore expect that the principal industrial advances 
will be introduced by corporations, and that they will provide a major share 
of opportunities for new investment. To penalize the return from such in- 
vestment by discriminatory taxation is to discourage the making of such 
investment. The removal of this discrimination, by removing a penalty, pro- 
vides relative encouragement. 

We consider next the possible economic effects of that part of our pro- 
posal which involves taxation of undistributed corporate profits as if they 
had been distributed. This would most certainly call forth agonized groans 
from those particularly affected. The opposing argument would probably be 
built upon the presumption that corporate saving and reinvestment would 
thereby be severely penalized. It will be recalled that the proposal is made 
to close a wide avenue of income escape from taxation at existing personal 
rates. It is clear that this escape has resulted in genuine benefit to certain 
income receivers, and is badly out of line with the ideals of income tax 
justice. But the question is, is tax escape an essential dietary ingredient for 
the goose that lays the golden egg — ^would investment in corporate enterprise 
be adversely affected if this means of escape were closed? The volume of sav- 
ings in the market place available for corporate investment on favorable 
terms does not appear to have been inadequate over a long period of time. 
Nor does the volume of accumulated war-time savings and bank reserves 
appear inadequate at present. Elimination of the corporate tax would very 

8 Other things equal, if the effective corporate tax rate on the net income of a par- 
ticular corporation is now 50 per cent, elimination of the corporate tax could increase 
dividends to an individual stockholder by 100 per cent. After taxes his disposable income 
from the corporation would be increased by this amount less the individual income tax 
on it. 
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likely provide an increase of personal savings more than adequate to offset 
the decline in savings by those whose undistributed incomes would be subject 
to heavier tax. We may feel confident that a poll of experts would reveal far 
more concern for the inadequacy of investment opportunities to absorb social 
savings than for the inadequacy of savings to meet investment requirements. 

It may be countered that, although total savings arc at least equal to total 
investment requirements, savings will be offered only on terms which pro- 
vide security of return (/.e., bonds), while the need of the corporation is for 
risk capital which is willing to take its chances on the success of the venture. 
Two answers may be given. The first is that the general program of tax revision 
here recommended — elimination of the corporate tax, allowance of capital 
losses, and the averaging of incomes and losses over a period of years — con- 
stitutes a considerable encouragement to the acceptance of risk in investment. 
The second is that the whole program of compensatory fiscal policy has as 
its goal the elimination of underemployment of productive facilities, which 
is the major risk faced by industry in a free economy. 

CYCLICAL ADJUSTMENTS. Revisions such as those discussed above 
would establish an income tax whose structure eliminates the principal dis- 
criminations and special treatments which now introduce peculiar tax in- 
lluences upon particular types of income disposition. Short-run counter-cycle 
adjustments then proceed upon a basic tax which is adjusted to ability to pay. 
Counter-cycle use of the tax will frequently involve adjustments which in- 
fluence the whole range of income levels; frequently also the functional 
objective will call for particular brakes or particular incentives to certain 
income classes or certain income types. This latter specialized type of ad- 
justment will purposely introduce discrimination of varying types over short 
periods to condition natural propensities in the disposal of income. 

We consider first the types of income tax adjustments possible under con- 
ditions of underemployment, with anticipations (producer and consumer) 
falling. Fiscal policy under such conditions will place its major dependence 
upon public spending, though assistance can be had from proper tax policy. 
This tax policy will proceed upon the recognition that, although the fall in 
income is principally explained by the abrupt fall in investment, this fall in 
investment is itself largely caused by a fall in consumption. The demand for 
investment goods is derived from the demand for consumption goods; a minor 
fall in the latter typically induces a major fall in the former. Failure to recog- 
nize this fact may lead to relatively ineffective anti-deflation tax pohey which 
assumes that, because the decline in investment is more marked than that 
in consumption, taxes should be lightened on investment incomes as in- 
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centives to pursuit of those incomes, and savings encouraged so as to create 
a larger volume of them and thus force investment at terms favorable to 
the borrower. The real need under such circumstances is to increase con- 
sumption, and little can be accomplished along this line by relief to large- 
and investment-income receivers. Thus recession and depression income tax 
policy calls for relatively great tax relief to low incomes; it will be assisted 
by relief to high incomes as well, though to a lesser degree and sometimes 
hardly at aU.® 

In the early stages of a rise in anticipations and income, it is equally im- 
portant to emphasize the role of consumption, for a rise in investment, though 
more spectacular, derives principally from a rise in consumption. Incentive 
rates of taxation on low incomes should thus be continued. And since the 
rise in investment is due far more significantly to the rise in consumption 
than to relatively low tax rates on investment incomes or high incomes, the 
desire for more revenue can be indulged more safely by a moderate increase 
in rates on the higher incomes. A rise in rates on the higher income brackets 
may further discourage the development of a speculative investment boom 
growing out of an over-capitalization of the prospects of consumption in- 
crease. We conclude, then, that during the earlier stages of a recovery-pros- 
perity phase of the cycle, tax rate increases at the higher income levels will 
precede those at lower levels. 

The late stage of the upswing in income and anticipations would normally 
require more rapid rise in tax burdens on lower incomes. The fundamental 
reason is again the major influence of consumption upon investment. A 
dynamic economy threatens boom and inflation at the top of the cycle, which 
can best be controlled by pressure upon consumption, and this can be ac- 
complished by relatively heavy tax burdens upon lower incomes whose pro- 
pensity to consume is high.^® In this phase of the cycle it may even become 
desirable to impose consumption taxes, though only as a last resort.^^ 

There is finally a large group of special economic conditions different from 

® Those who view the economy in terms of a purely mechanical circuit flow of in- 
come, largely ignoring the importance of anticipations, would actually raise taxes on 
high incomes in recession and depression. This would be done on the grounds that 
since private savings are not going into private investment, the excess of savings should 
be drawn off by taxation and disposed of as public investment. This view appears to 
value too lightly the importance of excessive private savings in producing favorable 
terms on which private investment funds can be had by industry if some improvement 
in demand for investment funds can be induced. 

w If the economy is not dynamic, but “mature,” the danger of inflationary boom is 
not great, and consistent pressure for a higher consumption level would be indicated. 
Under such circumstances persistently light burdens on lower incomes would be de- 
sirable. Cf. Hansen, Fiscal Policy and Business Cycles, New York, Norton, 1941, p. 300. 

11 We discuss consumption taxes in the following chapter. 
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the usual self-propelling business cycle in which functional tax policy may 
be useful In a war boom the peculiar characteristic is the absolute impossi- 
bility of an increase in consumption. It is then imperative that tax burdens 
fall heavily upon those lower and rising incomes which are destined prin- 
cipally for consumption, though high incomes must also bear their share of 
war burdens. Under such conditions of rising incomes the objective is to 
prohibit a rise in consumption, while industrial conversion and government 
borrowing will provide heavy demand for investment funds. In other con- 
ditions, such as a secular preference for security in investment rather than 
risk-taking, it may be useful to segregate profit incomes from other incomes 
and apply lower rates to the former.^® By and large, however, a plan for the 
averaging of incomes over a period of years with full inclusion of losses would 
appear to be a preferable inducement to acceptance of investment risk. 

How, in terms of the mechanics of income tax practice, can compensatory 
adjustment be accomplished? Since in the majority of instances it is desired 
to condition consumption or investment from the whole individual income, 
manipulation of burdens upon the whole income is generally desired. This 
means manipulation of effective rates of taxation. And such manipulation 
can be accomplished in three ways. The first is to leave the schedule of rates 
alone and to enforce a percentage increase or decrease in the tax as com- 
puted by those rates. The second is to leave the schedule of rates alone 
and to adjust personal exemptions. The third is to revise the schedule of 
rates. 

12 In order to provide social justice and at the same time both discoui-age consumption 
expenditure and eircourage investment, excess profits taxes upon business will be neces- 
sary. In addition, the heavy taxes on smaller incomes probably should be partially con- 
sidered as forced loans. Income is taxed away for the duration of the emergency, but 
a part of it purchases bonds for the taxpayer, redeemable after the emergency has 
passed. This plan was proposed by J. M. Keynes, How to Pay for the War, New York, 
Harcourt Brace, 1940, Chapters 5 and 6, 

IS Since the secular trend toward less risky investment is most likely to result from 
a high incidence of monopoly in the system, tax encouragement to risk-acceptance is 
like whipping a balky horse with a piece of string. What is needed is vigorous anti- 
monopoly policy, without which favorable treatment of profit incomes would probably 
encourage monopoly. The same difficulties with monopoly would appear in a period 
of deficit spending to promote employment. The point is stated by J. M. Clark as fol- 
lows: “One possibility, not pleasant to contemplate, is a situation in which government 
undertakes to guarantee ‘full employment’ by public spending, while private capital 
remains apprehensive and an array of monopolistic groups lock horns in an unrestricted 
struggle to grab the proceeds, thereby causing the spending to be dissipated in price and 
wage increases, and preventing it from taking effect in ample employment and produc- 
tion of needed goods. In that case , . . Regimentation would be the alternative to 
chaos.” (Reprinted by permission from Demobilization of Wartime Economic Controls, 
by J. M. Clark, copyrighted, 1944, by the Committee for Economic Development, and 
published by the McGraw-Hill Book Company, Inc.) 
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The first of these is likely to appeal on grounds of simplicity. It leaves the 
basic rate schedule intact, which has advantages in encouraging public 
familiarity with the tax structure. It has certain disadvantages, however. It 
is a blanket, indiscriminate method which can hardly meet the usual need 
for precise application of the adjustment to certain income groups.^^ The 
results of “across-the-board” 5 per cent reduction of surtax, as provided in 
the Revenue Act of 1945, are shown in Table 32. 

TABLE 32 EFFECT OF PERCENTAGE REDUCTION IN SURTAX; REVENUE 

ACT OF 1945 


SURTAX 

NET INCOME 

EFFECTIVE RATE 

BEFORE REDUCTION 

EFFECTIVE RATE 

AFTER REDUCTION 

AMOUNT OF TAX 

EXCUSED 

($) 

(%) 

(%) 

($) 

2,000 

17 

16.3 

17.00 

10,000 

23.4 

22.23 

117.00 

25,000 

37.6 

35.72 

470.00 

50,000 

50.64 

48.11 

1,266.00 

100,000 

64.32 

61.10 

3,216.00 

200,000 

75.41 

71.65 

7,541.00 

1,000,000 

85.48 

81.21 

42,741.00 


Restoration to all individuals of a fixed percentage of calculated tax is 
likely to leave a schedule of effective rates somewhat different from a schedule 
beginning with an effective rate of 16.3 per cent on a $2000 income and 
progressing in accordance with ability to pay. The point to be noted here 
is that across-the-board rate reductions, though they seem to represent hori- 
zontal change, are likely to fail to give the relief where it is most productive 
and to leave a schedule of effective rates different from that intended. For 
example, the “20% across-the-board” tax reduction proposed in 1947, 
though claimed as a return toward pre-war distribution of tax burdens,^® 
would produce quite different results. Since the war-increases in tax rates 
had been principally in the lower and middle brackets, a uniform percentage 

i^This could be accomplished by addition to or subtraction from the tax, calculated 
according to established rates, of an anioimt itself determined by a progressive or re- 
gressive schedule of rates. Thus, if incomes of $25,000 were allowed relief of 5 % of the 
calculated tax while incomes of $2000 were allowed relief of 15% of the tax, relatively 
greater relief would be granted the lower income. Such a scheme of applying a regressive 
schedule of rates of relief to a progressive schedule of tax rates would make for serious 
complication, especially in view of the fact that other and simpler methods are available 
for accomplishing the same purpose. 

UiThe report of the committee stated (Report No. 180 to Accompany H.R. 1, 
House of Representatives, 80th Congress, 1st Sess., Individual Income Tax Reduction 
Act of 1947, p. 1) : “This bill is designed to relieve the individual income-tax payer from 
a portion of his heavy wartime-tax burden," 
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reduction in wartime rates would certainly not leave taxpayers at various in- 
come levels in the pre-war relation to one another,^'* 

The second method— adjusting personal exemptions — will be particularly 
useful in those frequent cases when it is desired to affect particularly the level 
of consumption. For an increase or decrease in the exemption is most strongly 
felt among the lower incomes, and its effect is less and less significant as we 
go up the income scale. In Table 33 we recast the figures of Table 32 to show 
the diminishing effect upon higher incomes when the surtax personal exemp- 
tion is increased by $2000 per taxpayer. 


TABLE 33 EFFECT OF INCREASE IN SURTAX EXEMPTION 


SURTAX NET 

INCOME 

(Before increase 
in personal 
exemption) 

SURTAX NET 

INCOME 

(After increase 
of personal 
exemption of 
$2000 per taxpayer) 

EFFECTIVE 

SURTAX RATE 

BEFORE 

EFFECTIVE 
SURTAX RATE 

AFTER 

AMOUNT 

OF TAX 

RELIEF 

($) 

($) 

(%) 

(%) 

($) 

2,000 

0 

17 

0 

340 

10,000 

8,000 

23.4 

21.5 

620 

25,000 

23,000 

37.6 

36.0 

1120 

50,000 

48,000 

50.64 

49.87 

1380 

100,000 

98,000 

64.32 

63.67 

1920 

200,000 

198,000 

75.41 

75.29 

1740 

1,000,000 

998,000 

85.48 

85.47 

1760 


The effect is shown in Individual Income Tax Reduction, Committee on Ways and 
Means, 80th Congress, 1st Sess., Hearings on H.R. 1, Exhibit 2, p. 26. Selected figures 
are reproduced below from Exhibit 2. 


NET INCOME 


BEFORE PERSONAL EFFECTIVE RATE, EFFECTIVE RATE, 

EXEMPTION 1939 H.R. 1 


($) 

(%) 

(%) 

1,200 

0 

2.5 

2,000 

0 

7.6 

3,000 

.3 

10.1 

4,000 

1.1 

11.8 

25,000 

10.1 

29.1 

50,000 

17.7 

39.7 

100,000 

32.5 

50.5 

1,000,000 

67.9 

72.9 

6,000,000 

76.3 

76.5 


It should be noted that H.R. 1 did not actually provide for a cut of “20% across the 
board. Fat®® on surtax net income of $1200 or less were to be cut about 30%; those 
between $1^00 and $302,000 were to be reduced 20%; and those above $302,000 by 
about 10.5%. 
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Diminishing relief as the income level increases is clearly evident, (This 
is as true of the amount of tax relief as of the efEective rate, since reduction 
by $1920 of the tax of the person with surtax net income of $100,000 is 
far less in terms of utility than is the release of $340 to the receiver of a 
$2000 surtax income.) The reader can observe that the reverse effect would 
result if personal exemptions were decreased and tax rates held unchanged. 
Manipulation of the personal exemption thus can be recommended as a use- 
ful method of accomplishing adjustment. It leaves tax structure and tax rates 
intact from period to period, utilizing the practical advantage of permanence. 
It accomplishes the type of results — encouragement or discouragement of 
consumption — ^most frequently desired in counter-cycle use of the tax. And 
it has the further administrative merit of greatly reducing the number of tax 
returns during the period of tax rclief.^'^ 

The third method of adjustment — ^revision of the rate schedule — allows 
potentially the most precise adjustment of the three. Whether in actual prac- 
tice such results would obtain is, however, questionable. Frequent revision 
of rate schedule suggests frequent repetition of the legislative process, which 
offers opportunities for subordination of functional objectives to revenue 
objectives,^® takes time, and too often finally confronts the taxpayer with a 
new and unfamiliar tax. Nevertheless, it would be naive to assume that an 
act could be framed which would be useful without change for a long period. 
Occasions will arise when revision of rate schedules is the only possible 
method of meeting an economic situation, and there may be occasions when 
it is desired to impose — ^for compensatory reasons — different rates upon dif- 
ferent types of income. 

We have given far more space to the personal income tax than we shall 
give to any other single type of tax. This has been done because it is the most 
important tax now in use, because it promises to increase in importance to 
the states, and because its qualifications are such as to recommend its use as 


Since the majority of income tax returns are made by lower income receivers, a 
minor decrease in personal exemptions brings a major increase in the number of persons 
subject to the tax, and vice vena. The method of percentage increase or decrease in the 
amount of the tax (the first method discussed) would maintain a constant number of 
returns. 

A good case could be made to support the thesis that the curious and illogical in- 
come tax developments discussed in this and the two previous chapters is largely a prod- 
uct of the habit of major revision of the law by almost every Congress. Pursuit of the 
revenue objective, intra-Congressional struggles along party lines, and the attempt to 
compromise the pleas of special interests have frequently meant that the basic logic of 
the income tax has been seriously compromised. An income tax is an intricate instru- 
ment, both legally and economically. Its repair requires expert workmanship, not pres- 
sure politics. 
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the major fiscal instrument in the kit of functional-revenue tools. We are led 
to the inevitable conclusion that a proper tax system will find the personal 
income tax as tlie great central bulwark, while other taxes will be relegated 
to the role of complementary measures when particular sumptuary objectives, 
particular revenue objectives, or divided governmental sovereignty make their 
use desirable or necessary. 

RECOMMENDED READINGS 

Musgrave, R. A., “Federal Tax Reform,” Public Finance and Full Employment, 
Washington, Federal Reserve System, 1945, pp. 22-52. 

A very useful treatment of both the general field of incentive taxation and of 
counter-cycle tax adjustments. 

Gilbert, D. W., “Taxation and Economic Stability,” Quarterly Journal of Eco- 
nomics, May, 1942, p. 406 ff. 

The emphasis is upon counter-cycle tax policy. May be somewhat difficult 
reading, but rewarding to those who wilt study it. 

Hansen, A. H., Fiscal Policy and Business Cycles, N. Y., Norton, 1941, Chap- 
ter 13. 

Deals with general principles rather than with specific action. 

Eccles, M. S., “Possibilities of Postwar Inflation and Suggested Tax Action,” 
Chapter 17 in Curbing Inflation Through Taxation; Symposium, N. Y., Tax 
Institute, 1944. 

Very readable paper dealing with the problem in general terms. 

Groves, H. M., Postwar Taxation and Economic Progress, N. Y., McGraw- 
Hill, 1946, Chapter 11. 

Not strictly a discussion of counter-cycle adaptation, but rather of general 
incentive taxation. 

Crum, W. L., “Federal Postwar Expenditures and Their Implications for Tax 
Policy,” American Economic Review Supplement, May, 1945, p. 329 ff. 

See comment next above. 



CHAPTER 20 TAXES ON SALES 


TYPES OF TAXES ON SALES 

Taxes imposed upon the sale or use of goods take several forms, some 
of which are clearly intended to fall upon the consumers of those goods, 
while others, though apparently intended to fall upon sellers, are generally 
shifted to buyers. We shall class as taxes upon sales all of those taxes which 
are imposed upon sellers or buyers of products when the base of the tax is 
the amount of sales (or purchases). The impact of the tax may be at the 
point of sale, though it may occur on the occasion of production for sale. 
Particularly noteworthy are many state taxes imposed upon business enter- 
prises, called taxes upon the “privilege of doing business,” but levied upon 
the volume of sales. Such “business” taxes are, in effect, sales taxes. We shall 
consider separately (1) customs duties, (2) taxes on the production, sale, 
or use of particular goods, (3) turnover, or general sales taxes, and (4) 
retail sales taxes. 

CUSTOMS DUTIES. Tariff duties imposed upon goods imported into a 
country are in all mechanical and economic aspects like taxes imposed upon 
the sale of goods produced and sold within a country. The duty is collected 
from the importer at the time the goods enter the country, and becomes an 
element of cost of the goods to him. The intent of the import duty is gen- 
erally to discourage importation of a good by an artificial tax addition to its 
price, while the objective of an internal sales tax is almost always to raise 
revenue. Nevertheless, a tariff for protective purposes incidentally produces 
revenue, unless duties are so high as to stop unportation completely, while 
a tax upon the sale of a home-produced good possesses inevitable elements 
of discouragement of its sale. 

Though customs duties are and have been imposed with the primary intent 
to protect home industry against foreign competition in the home market, 
such duties can be and have been used for revenue purposes only. This im- 
plies that the import duty impose no price disadvantage upon the imported 
good. If the good is not produced at home the duty will be relatively low in 
rate, particularly if it is a good of highly elastic demand. The objective wiU 
be to maximize the revenue received; i.e., to establish the duty at a level 
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which will make the duty per unit times the number of units a maximum. In 
the case of goods of relatively elastic demand, a high duty would cause major 
reduction in the quantity imported, and thus provide less than the maximum 
amount of revenue. When demand for the good is highly inelastic, the quan- 
tity imported would be far less affected by high rates. 

The typical case, however, will be that in which the good is both home- 
produced and imported. In such a case the use of a tariff for purely revenue 
purposes requires imposition of a comparable tax burden upon the home- 
produced good. Thus, a tariff duty imposed for purely revenue purposes will 
be accompanied by an equal tax upon the sale of the home-produced good, 
and if it is desired to raise revenue by imposing a tax on the sale of a good 
produced at home it is reasonable that an import duty of comparable severity 
be levied upon similar foreign-produced goods. Prior to the World War of 
1914-18, England used some import duties in this way, in a manner entirely 
consistent with her “free trade” policy. 

Whether imposed for revenue or protective purposes, however, the customs 
tariff is a tax upon the sale of a good. Its behavior with respect to shifting 
is exactly like that of taxes imposed upon sales of goods produced internally. 
This being the case, we are justified in applying to customs duties the same 
conclusions with respect to incidence and effects as are drawn with respect 
to other sales taxes. 

TAXES ON THE PRODUCTION, SALE, OR USE OF PARTICULAR 
GOODS. Under this heading we consider a miscellaneous group of tax 
measures which, although on the surface they appear to be distinct types, 
possess common basic characteristics. These common characteristics are (1) 
they are applied specifically to a selected list of products or sellers, and (2) 
they are so applied as to make available a price vehicle for forward shifting 
to buyers of the product and are thus actually taxes upon sales. We shall 
describe briefly three groups of such taxes: those on the gross receipts of par- 
ticular businesses, those upon the use of particular commodities, and those 
upon the sale of particular commodities. 

The first group comprises those taxes upon business gross receipts which 
are imposed by some states as part of the general scheme of state business 
taxation. Frequently such “business taxes” are not intended as commodity 
or sales taxes, but as taxes to be borne by businesses out of their net incomes. 
For example, many state business tax systems apply various measures to 
different types of business. Corporations in general may pay business taxes 
imposed upon their net incomes as a proper measure of their supposed busi- 
ness ability to pay, or in return for benefits conferred upon them. But since 
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miscellaneous unincorporated businesses do not possess uniform accounting 
systems, and thus do not determine their net income by uniform methods, 
business taxes upon them are frequently measured by their gross receipts or 
gross income. State business taxes on public utilities are generally levied upon 
gross receipts. But taxes on gross receipts can easily be allocated as variable 
costs per unit of output, ancteshifted forward as an addition to price. Thus 
business taxes on net income are generally not shifted, while those on gross 
receipts generally are. Though the intent of the two measures may be identical 
— ^imposition of the tax upon business, to be paid from business net income 
— ^the results are quite different. A business tax of 1 per cent on gross receipts, 
though called by a different name, is exactly like a sales tax of 1 per cent 
whose base is gross sales of the business. If we are to be realistic, therefore, 
we must class many so-called business taxes with taxes on sales. 

“Use taxes” are a form of excise imposed not upon the purchase or sale 
of the good, but upon its use. The federal government, for example, imposed 
a tax in 1942 of five dollars per year upon the use of motor vehicles and 
boats.^ Some states with retail sales taxes accompany these measures with 
a tax imposed upon the use of goods purchased at retail outside the state. 
The use tax is employed as an instrument to discourage avoidance of the 
sales tax by purchases outside the state, and to eliminate the competitive dis- 
advantage imposed upon home sellers by the introduction of a tax on sales. 
Use taxes thus are clearly like taxes on sales so far as their economic effects 
are concerned. Though they are quite widely employed, they constitute a 
minor element in any tax system,® partly because they present real adminis- 
trative difliculties in promoting compliance. 

Taxes imposed upon the sale of particular commodities are generally 
termed “excises” or “selective sales taxes.” They are utilized extensively, by 
both the federal and the state governments, and constitute the most impor- 
tant of the taxes upon particular commodities or sellers. Customs duties are 
actually of this type, though we have chosen to discuss them under a separate 
heading because their use is commonly dominated by the objective of pro- 
tection. The time-honored federal excises are those upon tobacco products, 
playing cards, and alcoholic liquors. State governments have since 1930 
selected for excise taxation certain goods of wide consumption, such as gaso- 
line, cigarettes, and liquors. Federal and state taxes upon that group of com- 
modities making up the established and permanent “excise list” have generally 
been levied at the higher levels of distribution, the tax being originally paid 
by the manufacturer or primary distributor. The tax is frequently paid by 

1 Repealed as of the end of 1945. 

2 In economic effect renewed motor vehicle licenses are identical with use taxes. 
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purchase of tax stamps, which must be affixed to the product before it enters 
distribution channels.® The reason for applying the tax at an early stage in 
distribution is to simplify administration and compliance. The tax stamp sys- 
tem is used to check compliance with the tax law which forbids subsequent 
sale of the commodity within the taxing jurisdiction unless it bears the stamp. 

As the federal excise list has been lengthened — generally since 1932 and 
especially during World War II — collection by the Treasury of the many 
taxes on specific goods has been applied at various distributive levels. The 
principal manufacturers’ excises (collected from manufacturers) are those 
imposed upon gasoline and oils, automobile parts and accessories, sporting 
goods, luggage, household appliances, musical instruments, and electrical 
energy. The principal retailers’ excises arc those on furs, jewelry, and toilet 
preparations. Special excises imposed at the “retail” level but upon com- 
modities or services not normally flowing through the usual manufacturer- 
wholesaler-retailer channels are those on dues and initiation fees, admissions 
and luxury entertainment, rental of safe deposit boxes, and the use of tele- 
phone and telegraph facilities. The types of goods and services taxed by war- 
time additions to the excise list are not generally such as to permit use of 
the tax stamp system. 

The federal excise laws employ both specific and ad valorem taxes. In gen- 
eral, the items in the traditional or permanent excise li.st — tobacco, playing 
cards, liquor, and gasoline — are specific taxes; i.e., the tax is a fixed amount 
per physical unit of the product, without regard for the value of the unit. 
For example, the federal war rates on some of these products were: 


Distilled spirits: 
Gasoline: 
Cigarettes: 
Playing cards: 


$9.00 per proof gallon ($10.50 in 1952) 
lV 2 <j! per gallon (2(i in 1952) 

$3.50 per thousand ($4.00 in 1952) 

134 per pack 


On the other hand, most of the newcomers in the federal excise list were 
taxed ad valorem; Le., the tax is a fixed per cent of the selling price of the 
product at whatever distributive level the tax is collected.* In general the 
ad valorem tax is preferable to the specific tax. A specific tax falls more heavily 
upon the cheaper brand of taxed article, since it represents a higher per- 
centage of selling price. If the specific tax rate charges what the traffic in 
cheaper brands will bear, potential revenue is lost on the more expensive 


® Gasoline taxes, for obvious reasons, cannot be administered by use of the stamp 
system. 

4 The provision that stamps be atiixed to taxed articles is feasible only in the case of 
specidc duties, for variations in price require variations in the amount of tax under the 
ad valorem system, and stamps of various denominations would be required. When 
prices are changing it would frequently he impossible to determine at time of purchase 
of stamps the precise denominations required. 
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brands. If the rate charges what the more expensive brands will bear the 
cheaper brand is driven from the market, and the cost of the commodity to 
the low-income buyer is increased both by the tax and by the disappearance 
of the cheaper article. On the other hand, the ease of administration of the 
specific tax is considerably in its favor. 

TURNOVER TAXES. The “turnover” or “general sales” or “occupation” 
tax is intended to cover not only all commodities and services,® but transac- 
tions at all stages of distribution. Use of this type of tax has not been ex- 
tensive in the United States. Agitation for its adoption as a federal tax was 
found among the “Townsendites” in the nineteen-thirties to finance their 
proposed old-age pension plan. In 1952 a general sales or gross income tax, 
though usually labeled as an occupation tax or as a tax on the “privilege of 
doing business,” was operating with varying degrees of inclusiveness in seven 
states.® Of these seven, only three — Indiana, New Mexico, and West Virginia 
— applied the tax so inclusively as to make it a general turnover tax. The 
others exempted fairly large blocks of business institutions. No general pat- 
tern of rates is noticeable in the experience of these several states, except that 
sales at retail are generally subject to the highest rates. 

The differences in rates applied to sales at the various distributive levels 
appear to follow very roughly differences in mark-up policy employed by 
distributors at those levels. These differences, however, recognize the prin- 
cipal economic peculiarity of general sales taxes; the tendency to pyramid 
one tax upon another. If the tax collected at one stage in distribution is shifted 
forward by being added to the price of the commodity, the distributor at the 
next stage will find the cost to him increased by the amount of the tax. He 
proceeds to apply his mark-up to this cost to determine his selling price, and 
when the good is resold a sales tax is again paid. The base of the second tax 
includes the first tax, and the more transactions before retail sale the larger 
the element of pyramided tax in retail price. But the effect upon the magni- 
tude of retail price is possibly less critical than the premium such a tax places 
upon the vertical integration of business. For when an additional tax is im- 
posed with each transaction it is of competitive advantage to avoid as many 
independent transactions as possible in the process of distribution. The in- 
tegrated firm which is in possession of the good from its raw material stage 
to retail sale will find only one tax — at retail — ^included in its price. The good 
passes through as many stages in the process of production and distribution, 

® Specific exemptions may, however, be made. 

« Arizona, Indiana, Mississippi, New Mexico, Virginia, Washington, and West Vir- 
ginia. In addition, gross receipts taxes were applied as business taxes to specific industries 
in nearly all the states, but the intent was not to accomplish taxation of gross sales 
generally. Tax Systems, 1952 Edition. 
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but all except the last are intra miiros. The consequences of such an urge to 
integration may well be quite inconsistent with the general desire to promote 
competition. 

If it is assumed that the whole tax is shifted forward in any case, a given 
amount of revenue could be raised by a retail sales tax alone at less cost to 
consumers than by a general sales or turnover tax. This follows from the 
fact that under a general sales tax a part of the retail price covers distribu- 
tors’ mark-ups on the taxes paid at earlier stages in distribution. This can 
be demonstrated numerically by hypothetical example. Suppose three trans- 
actions are involved in distribution of a product, and a 10 per cent turnover 
tax is applied to the selling price at each transaction. Suppose further that 
each seller sells at a mark-up of 20 per cent over cost to him. The following 
results will be obtained, assuming the whole tax to be shifted forward at 
each transaction. 


Cost plus mark-up (seller A) 

$10. 

Plus tax at 10% 

1. 

Cost to seller B 

11. 

Plus 20% mark-up 

2.2 

Selling price (less tax) of seller B 

13.2 

Plus tax at 10% 

1.32 

Cost to seller C 

14.52 

Plus 20% mark-up 

2.90 

Selling price (less tax) of seller C 

17.42 

Plus tax at 10% 

1.74 

Price to final buyer 

$19.16 

The total tax collected in this set of transactions is $4.06 ($1 -1- $1.32 -)- 
$1.74). Now let us see what the price to the final buyer would be under 
identical circumstances except that the tax is collected only at the final (re- 

tail) sale. The tax is again completely shifted forward. 


Cost plus mark-up (seller A) 

$10. 

Equals cost to seller B 

10. 

Plus 20% mark-up 

2. 

Cost to seller C 

12. 

Plus 20% mark-up 

2.4 

Selling price (less tax) of seller C 

14.4 

Plus tax at 28.2% (to provide revenue equal to 
that received under turnover tax) 

4.06 

Price to final buyer 

$18.46 


The difference ($.70) in price to the final buyer under the two types of tax 
is due to the cumulative effect of applying fixed mark-ups to tax ingredients 
of cost. 



EXTENT OF EXCISE AND SALES TAXATION 


399 


RETAIL SALES TAXES. We have assumed a retail sales tax in our second 
numerical example above. It is applied only at the point of final (retail) sale, 
and thus avoids differential advantage to integrated systems of distribution, 
reduces the administrative difficulties of collection by reducing the number 
of original taxpayers,'^ and can collect a given amount of revenue with less 
increase in final price of the product. The retail sales tax, by applying tlie 
whole tax at the point of final sale, typically promotes greater consciousness 
of the amount of tax paid than does the turnover tax. On the other hand, 
the turnover tax obviates the difficulties inherent in defining firms subject to 
the tax, since it applies the tax at all levels of sale.® 

It is possible to provide exemption from sales taxation to almost any 
selected group of buyers under any type of sales tax. The simplest method 
of providing tax exemption is to exempt certain sellers from paying sales 
tax. If, for example, it is desired to exempt foodstuffs from taxation (as is 
not infrequently done) , sellers of foodstuffs can be exempt from all provision 
of the tax. If, however, it is desired to exempt certain buyers (e.g.j govern- 
ments, charitable, educational, and religious organizations) of any product, 
the mechanics of exemption become more complex. Probably the plan which 
comes closest to precise accomplishment of this type of exemption is that 
employed by Ohio, which requires the seller to give the buyer a cancelled 
receipt for the tax paid at the time of purchase. Buyers entitled to exemp- 
tion can then forward these receipts to the treasurer for reimbursement.® 
The plan is, however, cumbersome and it seems quite likely that the effort 
of compliance militates against its satisfactory operation. 

EXTENT OF EXCISE AND SALES TAXATION 

FEDERAL GOVERNMENT . The federal government has utilized customs 
duties since its origin. The sumptuary intent (protection) of the tariff, how- 
ever, has so dominated its use as to make revenue results almost wholly 
incidental and to place it largely outside the scope of our study. Excises on 
particular commodities, however, have played a continuing role as an im- 
portant elastic revenue element in the federal system. It is difficult to know 
to what extent sumptuary motives have influenced the excise list. The sump- 

rA sales tax on manufacturers and processors or on wholesale distributors would 
provide greater ease of collection than a retail sales tax, since it would collect from a 
smaller number of firms. On the other hand, it would present problems in defining those 
subject to tax because of the variety of firms engaging in the first (or an early) stage 
of distribution, and would allow the pyramiding of mark-ups on the tax in successive 
distributive steps. 

8 This is true only if all transactions are subject to tax at the same rate. If different 
rates are applied at different levels of sale, the problem of defining these levels is not 
simple. 

8 This system is described in greater detail (and with more feeling) in Hearings, Com- 
mittee on Ways and Means, Revenue Revision of 1942, Volume 2, p. 1788. 
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tuary persuasion is clearly suggested by the principal items on the historical 
and permanent excise list — liquor, tobacco, and playing cards. On the other 
hand, the demonstrated inelasticity of demand of these “luxury” items makes 
them fair game for taxes intended for revenue purposes, for the tax addition 
to price results in relatively slight tendency to decrease consumption. Per- 
haps we may say that excises on these commodities provide large and stable 
revenues without disquieting the consciences of legislators and tax-gatherers. 

Sales taxes on liquor, tobacco, playing cards, and more recently gasoline, 
have provided the solid and stable core of the federal excise system. In mod- 
ern times these items have been consistently taxed extremely heavily — ^with 
the exception of gasoline, which is more heavily burdened by state excise 
taxes — and thus leave little room for increase in revenue production by rate 
increase in emergencies. The real revenue elasticity in the federal excise sys- 
tem has been gained by lengthening and shortening the list of commodities 
subject to tax. The commodities taxed typically possess three characteristics: 
(1) widespread consumption, (2) relatively inelastic demand, and (3) status 
in the range of goods somewhat above the group of accepted “necessaries” 
of life. 

Revenue productivity of the federal excise system is shown in Table 34. 
The years selected in the table will show the clement of controlled elasticity 
in the system in response to revenue needs. We begin with 1912, at which time 
we find only those standard items of excise taxation subject to the levy. 


TABLE 34 FEDERAL EXCISE TAX COLLECTIONS w 
($ millions) 


ITEMS TAXED 

1912 

1918 

1926 

1932 

1936 

1945 

1951 

Liquor 

220 

444 

26 

9 

505 

2,310 

2,547 

Tobacco 

71 

156 

371 

399 

501 

932 

1,380 

Gasoline 

— 

— 

— 

— 

177 

406 

569 

Other Stamp Taxes ® 

— 

22 

50 

32 

69 

66 

93 

Other Manufacturers’ Excises o 

— 

13 

— 

— 

206 

377 

1,815 

Admissions and Dues 

— 

C 

34 

11 

23 

372 

419 

Miscellaneous Excises ^ 

— 

174 

253 

1 

227 

1,888 

561 

Total 

293 

812 

740 

452 

2,005 

6,960 

9,433 


Major items are issues and transfers of capital stock, etc. 

>5 Major items are automobiles, automobile parts, radios and phonographs, electrical 
energy, lubricating oils. 

“ Included in “Miscellaneous Excises.” 

Major items are retailers’ excise taxes (jewelry, furs, toilet preparations, luggage), 
telephone and telegraph, and transportation. 

to Sources: Bureau of the Census, Statistical Abstract of the United States, 1920, pp. 
718, 720; 1926, pp. 172-3; Annual Report of the Secretary of the Treasury, 1951, pp. 
724-7. All figures are rounded. 
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During the revenue emergencies of 1918, 1932,^^ and 1945, the basic com- 
modities subject to excise show less remarkable change than do the flexible, 
ofi-and-on categories.^® The more remarkable consciously planned increases 
m excise revenues are evident in the last four categories. In revenue emer- 
gencies the number of items taxed under these categories is greatly increased, 
and high rates are applied all along the line. 

During the last quarter-century the excises have consistently been re- 
garded as an important foundation stone of the federal revenue system. They 
have typically furnished roughly one-fifth of total revenues, and during 
World War II declined slightly from that proportion because of the immense 
increase in income and profits tax revenues. Nevertheless, they are con- 
sciously used as a revenue anchor to windward, more dependable in revenue 
productivity than are income and profits taxes, and amenable to notable in- 
crease and decrease, especially through the simple expedient of subjecting 
a larger or smaller number of items or sellers to the tax.^® 

STATE GOVERNMENTS. The experience of the states shows very marked 
increase in the use of commodity taxes since 1930. This increase has oc- 
curred along two lines; new excise taxation of specific commodities — ^prin- 
cipally liquor, cigarettes, amusements, and gasoline — and the imposition of 
retail sales taxes. Repeal of the prohibition act is of course the principal 
cause of the rise in liquor tax revenues in recent years. The regulation of 
traffic in alcoholic liquors devolves principally upon the states, and it is not 
surprising to find taxation (or state liquor stores) accompanying tlie im- 
position of regulation. Sales of gasoline had been taxed in all states prior to 

The excise list was lengthened significantly m 1932 under pressure for added rev- 
enue, but did not begin to produce this added revenue until the following year, and then 
for only a portion of the fiscal year. 

12 We must note, however, the fluctuation in the proceeds of liquor excises. Their low 
productivity in 1926 and 1932 is due to the effect of the prohibition act; productivity 
recovered in 1936 after repeal, but not strikingly by comparison with 1918, partially 
because a considerable share of liquor taxation went to the states. The striking increase 
in 1945 and 1951 is due to heavier taxation and increased consumption. The steady (and 
marked) increase in tobacco tax revenues is due to the long-run trend of increased 
consumption, particularly of heavily taxed cigarettes, and to the rise in incomes after 
1932. In recent years it is not significantly due to an increase in tax rates, and is thus 
not an “elastic” tax in the sense that it is used to increase revenues in emergencies by a 
manipulation of rates or inclusiveness. 

13 We should not lose sight of a peculiar emergency use to which the excises can be 
put. They lend themselves to finely-focused sumptuary use. During the World War II 
period, for example, it is clear that several items were brought into the excise list to 
discourage their purchase or use. The taxation of automobiles, automobile parts, lubri- 
cating oils, and tires was easily justified in terms of the scarcity of these items and of 
motor fuel. The same may be said of taxes upon electrical energy and telephone and 
telegraph service, while heavy taxation of items such as luggage and jewelry reflects the 
clear purpose of channeling increased incomes away from the markets for luxury con- 
sumption goods. 
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1930, but between 1930 and 1936 twenty-one states increased rates at least 
once.^^ The average tax per gallon among all states in 1936 was 3.85^; by 
1951 the average had risen to 5.30 per gallon. The states were somewhat 
slower in enacting taxes on cigarettes and other tobacco products. Twenty- 
one states had specific cigarette taxes by 1937, and in 1952 the number had 
grown to forty-one. Other excises in rather general use by the states are those 
on horse racing and pari-mutuel betting (twenty-seven states), registration 
and transfer of securities (sixteen states), and chain stores (eighteen states). 
Miscellaneous excises, including principally those on motor fuels, alcoholic 
beverages, and tobacco, but excluding general and retail sales taxes, pro- 
duced 34 per cent of total tax revenues of the states in 1939, 41 per cent in 
1942, and 43 per cent in 1951.^® When general and retail sales taxes are 
added, we find taxes on commodities to have produced 48 per cent of total 
state tax revenues in 1939, 57 per cent in 1942, and 70 per cent in 1951.’^'^ 
Taxes of this sort thus represent by far the most important group of revenue 
producers utilized by the states, and justify the characterization of state 
revenue systems as being principally — and increasingly — dependent upon 
commodity taxes. 

General and retail sales taxes contributed approximately one-sixth to one- 
seventh of all state tax revenues in the period 1939-1942. By 1946, twenty- 
four states had taxes which should be designated as sales tax measures, as 
distinguished from specific excises,^® and in 1951 the number had grown to 
thirty.!® Of these thirty states, only one employed a sales tax prior to 1930. 
Twenty-two states adopted the sales tax during the five years 1933-1937, 
when there was great pressure upon them to expand their revenues for de- 
pression purposes and to qualify for federal grants. The remaining eight 
states in the hst adopted their sales taxes after 1947. In 1951, taxes on 
sales and gross receipts contributed 59 per cent of all state tax revenues and 
42 per cent of all state revenues.®® 

The sales tax practices among the states show a rather striking degree of 
uniformity. The rates of tax on retail sales are either 2 or 3 per cent for all 
states, with a slight preference in 1952 lor the lower rate. All states employ- 
ing this type of tax exempt sales to governments, and nearly all exempt sales 

!! Cf. Tax Systems of the World, 7lh Edition, 1938, p. 224. 

1951 and 1952 figures taken from Tax Systems, 1952. 

!® 1939 and 1942 figures from Federation of Tax Administrators, Recent Trends in 
Tax Revenues, Researeh Report No. 16 (no date), p. 6; 1951 figure computed from 
Bureau of the Census, Compendium of State Government Finances in 1951, p. 10. 

w Ibid. 

!8 Tax Systems, 10th Edition, 1946. 

!® Tax Systems, 13th Edition, 1952. 

^Compendium of State Government Finances, 1951, p. 10. 
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to nonprofit organizations. It is common practice to exempt from the tax 
sales of commodities subject to special excises, such as gasoline and cigarettes. 
Sales of feed, seeds, and fertilizer are exempt in several states, as are sales 
of food products, medicines, and newspapers and magazines. The Connecti- 
cut law appears to be most liberal in this respect, providing exemption from 
sales tax of all the items mentioned above and in addition exempting res- 
taurant meals under one dollar, sales of livestock and poultry at retail, and 
sales of domestic fuel and children’s clothing.®^ 

Rapid extension of use of sales taxes by the states occurred concurrently 
vwth the rise of specific excises during the middle thirties. The reason for 
marked expansion after 1932 is clearly evident; the decline in other revenues, 
coupled with heavy demands for relief outlays and fear of serious budget 
deficits, urged a serious search for new and productive revenue sources. 
Commodity taxes were most frequently the answer to this search. New com- 
modity tax laws were generally drawn to pour the new revenues into the 
general fund of the state, as this fund bore the particular brunt of relief ex- 
penditures.^^ In the minority of cases where the law designated a particular 
object of expenditure the following are to be noted: welfare, schools, and 
property tax relief. The new revenues were desired for school purposes be- 
cause such expenditures would otherwise suffer severe reduction as general 
funds declined. Sales taxes for property tax relief did not indicate a long-mn 
plan to abandon the property tax, but merely to provide temporary relief 
from the oppressive burden of existing properly tax rates during depression. 

In general we may observe that the choice of new revenue sources lay 
between personal income and commodity taxes. The latter were more gen- 
erally adopted because of already heavy federal taxes on personal incomes 
and because of the extreme instability of the revenues from such taxes. On 
the other hand, commodity taxes were relatively dependable revenue measures. 
They seem to have had particular appeal on grounds that the new tax meas- 
ures were to be temporary for the duration of the revenue emergency. In one 
state the sales tax was recommended (though not adopted) partly because it 
was regarded as more burdensome than the personal income tax, and would 
therefore be more readily discarded with the passing of the emergency.^® 

21 A detailed analysis of state sales tax laws as of January 1, 1950, may be found in 
Taylor, Paul N., Tlie Connecticut Sales Tax, 1951, unpublished dissertation deposited 
in Boston University Library. Much material in this paragraph is taken from that study. 

22 The exception was, of course, the gasoline taxes, whose increased revenues con- 
tinued in most oases to be dedicated to highway funds. 

23 Recent experience does not demonstrate that the sales tax is easy to abandon. 
Several of the sales tax laws of the nineteen-thirties provided for their own expiration. 
It appears that in most oases, however, the law was subsequently extended beyond the 
original date of its intended expiration, with the probability of permanence. In eight 
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Far from being temporary fiscal measures, the trend in sales taxation by the 
states appears to be markedly rising. Though there were scattered examples 
of rate reduction during the war period, postwar revenue emergencies in the 
states promise not only restoration of depression rates, but adoption of sales 
tax measures by states which had previously avoided them. 

LOCAL GOVERNMENTS. Relatively little use has been made of com- 
modity taxes by local governments. Some cities have employed automobile 
use taxes, and a few cities, notably New York City and New Orleans, have 
employed retail sales taxes. On the other hand, however, several of the state 
commodity tax laws have provided for sharing of the proceeds with local 
governments. Of special excises, twenty-nine states shared gasoline taxes with 
local governments in 1937, ten shared alcoholic beverage taxes, and two 
shared cigarette taxes. A few states shared — though generally grudgingly — 
their depression-born sales tax revenues with local governments. Most fre- 
quently when local govermnents participated in these revenues they shared 
only in the remainder after major lump-sum withdrawals by the states. These 
revenues, when locally shared, appear to have been made available to local 
governments usually for the designated support of schools. On the whole, 
however, local governments increased their dependence upon the property 
tax, and in some cases were assisted by state governments through slate adop- 
tion of commodity taxes, making possible more moderate state participation 
in the taxation of property. 

SHIFTING OF TAXES ON SALES 

The popularly accepted conclusion with respect to the incidence of taxes 
on sales is that such taxes are completely shifted forward as an addition to 
the purchase price. This presumption is, indeed, an integral part of con- 
sumption tax theory. Sumptuary use of a consumption tax — to discourage 
purchase and use of a good, as in the case of a protective tariff — could hardly 
be expected to produce the desired results unless forward shifting were taken 
for granted. The selection of items for special excise taxation for revenue 
purposes generally favors goods of wide and inelastic demand, thereby taking 
for granted that the tax addition to price will reduce consumption relatively 
little. And it has even been argued that adoption of a sales tax is desirable 


states sales taxes were abandoned, generally because of their unpopularity. Even the 
state government surpluses of the war years have failed to accomplish the repeal of these 
“emergency” taxes. (C/. Roy G. and Gladys C. Blakey, Sales Taxes and Other Excises, 
Chicago, Public Administration Service, 1945, pp. 2-4.) The sales tax movement in 
the states has received new impetus since World War II, to meet the higher costs of gov- 
ernment under inflation conditions. 
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to offset excessively steep progression in the federal personal income tax 
and to adjust the burdens of the whole tax system more equitably with respect 
to ability to pay. Clearly this implies that the burden of “consumption” taxes 
is upon consumers, who are predominantly in the lower income groups. 

A tax per unit upon production or sale of a good adds to the seller’s cost 
of production or sale. If the tax is specific (a stated amount per physical unit 
of the good produced or sold), it is a constant addition to cost per unit, 
whether cost is measured marginally or as an average. If it is an ad valorem 
tax of a given per cent of the price of the good, it becomes a decreasing 
addition to variable cost per unit, since typically the larger the quantity sold 
the lower the price per unit. Taxes imposed upon gross sales or gross income 
of the seller are of this type. The general effect of tax additions to cost is 
the reduction of supply — i.e., quantities offered for sale at given prices are 
smaller than they would have been without the tax. In terms of our general 
discussion of incidence (See Chapters 13 and 14) marginal cost is increased 
by the tax, with consequent sale of a smaller quantity of the good at a higher 
price. Under conditions of imperfect competition the intersection of marginal 
revenue and marginal cost, which determines the optimum output of the seller, 
moves to the lcft,=^^ and the market price rises. Under pure competition the 
decrease in market supply raises price, and thus raises the horizontal demand 
line facing the individual seller."'’ It is clear, therefore, that in the general case 
an increase in price will result from imposition of the tax. It is upon this 
type of observation that the general conclusion with respect to forward shift- 
ing is based. 

LIMITATIONS UPON FORWARD SHIFTING. To show that imposition 
of a commodity tax typically results in an increase in price is not to show 
that the tax is shifted forward in toto. What proportion of the tax is shifted 
depends upon the elasticity of demand and the elasticity of supply (cost). If 
the demand facing the seller were completely inelastic (a vertical line, where 
quantity taken would not decrease at all with an increase in price) the tax 
could be completely shifted.^® At the opposite extreme, if the demand were 
infinitely elastic (a horizontal line, where no quantity would be taken at a 
higher price) the tax could not be shifted forward at all. In this case the in- 
cidence of the tax would be completely upon the seller, though other im- 
portant economic effects would be the disemployment of some of the factors 
of production — ^incident to the decrease in production — ’and the reduction 
in quantity consumed. 

2<tSee Figures 8 and 11. 

26 See Figures 9 and 10. 

26 Assuming that price was not already at the upper limit of demand. 
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The typical situation would lie somewhere between these extremes of zero 
and infinite elasticity. And in the typical situation a part of the incidence is 
upon the buyer, while the other part is upon the seller. The more elastic 
the demand — other things equal — the greater the proportion of incidence 
assumed by the seller. But other things (principally the elasticity of supply) 
are not necessarily equal. When supply is relatively inelastic — i.e., marginal 
costs rise steeply with an increase of output and fall steeply with a reduction 
in output — the seller is in a position to lower cost markedly by a small de- 
crease in sales. This means tliat the tax is more readily shifted under given de- 
mand conditions, because although demand may be elastic and the price can 
be only slightly increased by a decrease in sales, this decrease in sales will 
so decrease costs as to leave profit margins nearly intact. On the other hand, 
if the sellers’ costs are elastic, shifting of a larger proportion of the tax un- 
der given demand conditions will entail greater reduction of output, with 
serious effect upon total profit. This is true because under elastic cost the 
net income per unit is typically small, and the seller would likely be better 
off in the long run to maintain his volume of sales at a high level. 

Institutional factors will affect the degree of shiftability of a tax on com- 
modities. Among these we mention specifically the coverage of the tax and 
the size of the tax with respect to its customary price. Both of these actually 
affect shifting by their influence upon demand. If the tax is imposed within 
a small geographical area and it is not difficult to buy outside the taxed area, 
it will be relatively difficult to shift the lax. When the good is readily avail- 
able from an untaxed source a rise in price in the taxed area will encourage 
purchases outside. This means that the demand facing sellers in the taxed 
area is relatively elastic, and the resistance to shifting is great. Obviously the 
more insulated the market in which the tax is imposed, the less elastic will 
be the demand.^'^ Recognition of the difficulty of shifting sales taxes applied 
in a narrow geographical area has led to adoption by many sales tax states 
of “use taxes.” These impose approximately equivalent burdens upon goods 
purchased outside and brought into the taxed area for use. The intent is both 
to bolster revenues by removing the tax urge to buy outside the area or to col- 
lect revenue from such purchases, and to eliminate the tax-created competitive 
disadvantage to the home seller. In the same manner, taxation of a narrow list 
of commodities while leaving substitutes untaxed will make forward shifting 

27 It will be noted that we have not said an attempt to shift the tax will make the de- 
mand more elastic. The demand facing sellers in a given market is a schedule of the 
quantities which will he taken from those sellers at various prices, and these quantities 
assume the existence of similar products available in competing markets. Imposition of 
the tax and subsequent attempts to shift it by increasing price will demonstrate the elas- 
ticity of demand, but will not create it. 
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difficult. An attempt to increase prices to sh if t the tax would result in de- 
fection of buyers to substitutes. 

The size of the tax in relation to its price will have practical effects upon 
its shiftability. When the price of a product has been established through long 
experience as being “customary,” any higher price will typically cause sig- 
nificant reduction in the quantity purchased. This is but another way of 
saying that the demand is highly elastic (at the moment, at least) at prices 
higher than that which is customary. Under such conditions the seller will be 
reluctant to increase price in order to shift a small tax, though he may be 
forced to attempt to shift a large one simply because it is too heavy for him 
to absorb."® 

Price theory clearly indicates a significant amount of forward shifting of 
taxes on commodities, though how large a part of the tax in a given instance 
actually is shifted will be determined by a number of factors varying among 
different products, different markets, and different sellers. It is naive to as- 
sume, except as a very rough generalization, that the whole tax is always 
shifted. The intense opposition of merchants to the imposition of sales taxes 
can hardly be explained solely in terms of the costs to them of compliance 
and shifting; as a group they realize that a portion of the incidence typically 
falls upon them. Nevertheless, though there is a good deal of diffusion of in- 
cidence and other effects, a tax system which depends heavily upon consump- 
tion taxes inevitably falls with heaviest force upon the class of consumers. 
Such a tax system, therefore, because the largest share of consumers are in 
the low income classes and the consumption tax itself is proportional, has a 
regressive effect in terms of the relation of the incidence to the ability of the 
incidence-bearer to pay. Enthusiasm for sales taxes must be catalogued as 
a retrogression from the principle of tax payment according to ability. 

LEGAL AIDS TO SHIFTING, Commodity taxes are almost uniformly in- 
tended by legislators to be shifted forward to consumers. Recognition of 
economic and other obstacles to shifting have frequently led to inclusion in 
the law of provisions to facilitate shifting. One of these provisions is the 
enactment of a use tax, mentioned above, to remove the premium on buying 
outside the taxed area. Another legislative technique employed by some states 
is to impose the tax upon each transaction separately rather than upon the 
gross sales of the seller. The intention is to specify that the tax is a cost of 
sale, not a general cost of doing business, and is to be paid at the time of 

28 A special case of this sort arises with small items selling at small prices. A sales 
tax on such an item would infrequently be shifted forward as an addition to the price, 
since it could hardly be sold at retail for 5.2^; it would more frequently be shifted 
through reduction in quality or content. 
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purchase. This may aid in focusing the attention of both buyer and seller upon 
the legislative intent that the tax be shifted. It may forestall objections by 
purchasers to addition of the tax to price, and impress upon the seller the 
importance of shifting. To facilitate precise shifting, some states have printed 
or struck off “tax tokens” in denominations of one, two, or live mills. This 
makes possible the eollection of taxes precisely equal to the rate times the 
base, even with small purchases. The token plan, however, is not widespread; 
it adds to the cost of administration and is inconvenient to purchasers. The 
usual method is simply to assess the tax to the nearest cent at the time of 
purchase.^® 

Finally, in a few states the sales tax law specifically requires that the whole 
tax be shifted forward to the consumer. The intent of such a provision goes 
beyond the requirement that (say) two per cent be collected in addition 
to the price at the time of sale. For although a “tax” is collected it is per- 
fectly possible for it to be absorbed by the seller in the form of a selling price 
lowered by the amount of the tax. Thus the price plus tax may be no higher 
than the price would be if there were no tax. If sucli were the case the tax 
would not be shifted. A legal requirement that the tax be shifted would appear 
to be difficult of enforcement. It is intended, however, to avoid granting 
any competitive advantage to the seller who might hope to attract business 
by absorption of some part of the tax. 

THE CASE FOR THE SALES TAX 

We have seen that frantic search for new revenues resulted in a large crop 
of state commodity taxes — both excises and sales taxes — during the decade 
of the nineteen-thirties. During the same period there was strong agitation 
for adoption of a federal sales tax. Again during 1942 and 1943, when gov- 
ernment sought additional revenues, the federal sales tax drive became in- 

20 Ohio employs the schedule plan in accomplishing collection of the precise amount 
of the lax. but in so doing applies varying tax rates. The schedule of tax liability is: 

On purchases of $.09 to $.40, one cent tax. 

On purchases of $.41 to $.70, two cents tax. 

On purchases of $.71 to $1.00, three cents tax. 

On larger purchases, three cents per dollar plus the schedule above on amounts above 
the full dollar. 

If such a schedule were employed and the stale were then to collect from the seller at 
a flat rate of his gross sales, the amount of tax paid by consumers might differ consider- 
ably from the amount received by the treasury. To avoid such differences the seller is 
required to buy sales tax receipts in various denominations from the treasury; on collect- 
ing the tax on a transaction the seller is required to present the stub of a tax receipt to 
the buyer, retaining a part for himself. Such cancelled receipts retained must then be 
forwarded to the treasury for accounting purposes. If a receipt previously purchased by 
the seller is cancelled each time the buyer pays a tax, the whole amount of the tax 
collected must be paid to the state. 



THE CASE FOR THE SALES TAX 


m 


tense. Although the intensity of the agitation for federal adoption has di- 
minished with the end of the war, it is still strong in some quarters. Two 
objeetives appear uppermost in recent agitation: to provide revenues for war 
debt reduction, and to reduce the burden of federal income taxes. But though 
agitation for a federal sales tax virtually disappeared with the choice to tax 
incomes more heavily, the sales tax has since the war again become a lively 
issue among the states. High postwar price and wage levels have sent the 
states on a new search for new revenues, and the sales tax is again a formida- 
ble contender. The choice appears to be principally between sales and in- 
come taxes, and justifies careful analysis of the case for the sales tax. 

Professors Haig and Shoup have pointed out after investigation that the 
most vocal opposition to the adoption of sales taxes by the states has come 
from retailers.^® This is not surprising, in view of the typical absorption of 
a portion of a retail sales tax (the type most widely used) by the retailer. 
In addition, however, a large share of the costs of collection and nearly all 
of the considerable cost of compliance with the provisions of the law fall 
upon the seller. Two other classes — consumers and labor — have shown weak 
opposition in view of the tax obligation which they bear under a sales tax. 
Weakness in opposition on the part of consumers is not surprising, as they 
have seldom been clTectivc in impressing their interests upon legislators. 
Haig and Shoup account for labor’s weak opposition on the grounds that, 
during the early thirties when the issue was being decided, labor was com- 
paratively impotent, and that since in most states the revenues to be raised 
were largely destined for education and unemployment relief, it would 
have been difficult for labor to have effectively opposed enactment of the 
tax. 

The groups principally agitating for state sales taxes during the thirties 
were those who stood to gain from a lightening of the property tax burden.®^ 
Specifically, farmers and real estate interests were enthusiastic for the sales 
tax. The authors cited above mention as vocal proponents the highway trans- 
portation interests, who feared “diversion” to emergency use of the large high- 
way fund revenues when general funds were unable to support general func- 
tions. The supporters of a federal sales tax have generally been those who 
see in the sales tax a possible opportunity for reduction of steeply progressive 
and high income tax rates — principally incorporated businesses and indi- 
viduals in the high personal income brackets. In addition, there are those 
individuals who favor a federal sales tax on grounds of objective tax theory, 
while others, from desperation over the magnitude of the public debt and 

30 The Sales Tax in the American States, New York, Columbia, 1934, pp. 16-24. 

St. Ibid. 
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the belief that existing taxes cannot be pushed further, accept the sales tax 
as a last necessary resort. 

Ignormg the fact that much agitation for adoption of a sales tax is moti- 
vated by the desire to transfer existing or future tax burdens to some other 
group, the case for the tax runs in terms of the following: 

1. The stability of commodity tax revenues. 

2. The relatively low cost of collection. 

3. The regressiveness of the tax. 

4. The sumptuary possibilities in the tax. 

5. Its ability to produce revenue immediately. 

6. Its promotion of tax-consciousness. 

1. STABILITY OF REVENUES. Sales tax revenues are generally con- 
siderably more stable than are income tax revenues. The level of consumption 
is more stable over a period of time than is the level of income, and thus the 
base of the consumption tax is more stable than that of the income tax. In 
addition, while the consumption tax is proportional the income tax is typically 
progressive. Fluctuation in the income base results typically, therefore, in 
even more violent fluctuation in income tax revenues. This is true because 
an increase in national income means some increase in average individual 
incomes, making many individual incomes subject to higher rates in the 
progressive schedule. The reverse is true when national income falls. From 
the purely revenue point of view, ignoring the principle of ability to pay and 
the burdensomeness of the tax system, an advantage exists for the sales tax. 
On the other hand, it would be incorrect to assume that commodity tax 
revenues are highly stable in an absolute sense. Federal excise revenues in- 
creased by approximately 300 per cent between 1933 and 1941, though there 
was little change in the excise list. And although it is impossible to demonstrate 
the instability of sales tax revenues accurately by comparing revenues actually 
received (because of frequent changes in the extent to which sales taxes 
were used), the level of total consumption in the economy increased by ap- 
proximately 50 per cent between 1920 and 1929 and fell by approximately 
20 per cent between 1929 and 1932.®^ 

From the point of view of general economic well-being, stability of rev- 
enue is on balance highly undesirable. For stability of revenues means that 
tax burdens rise as incomes fall and fall as incomes rise. The consequence 
of such behavior to the levels of income and employment will be clearly evi- 

®2 Ohio sales tax collections varied between $40 million and $63 million per year dur- 
ing the period 1937-41. Cf. Hearings, House Committee on Ways and Means, Revenue 
Revision of 1942, Vol. 2, p. 1788. 
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dent to readers of earlier chapters in this book.^^ If fiscal policy is to be in- 
tegrated into general economic policy, controlled instability of revenue is a 
virtue and not a vice. 

2, COST OF COLLECTION . It is commonly assumed that the sales tax 
“collects itself,” and thus involves relatively slight cost of collection. If so, 
this would be a real merit of the tax. Apparently, however, so far as avail- 
able figures show, the sales tax is relatively costly to administer. On the basis 
of experience in the several states employing retail sales taxes, it has been 
concluded that, “It appears to be generally true that a 3 per cent [sales] 
tax can be administered for less than 2 per cent of the revenue; a 2 per cent 
tax can be administered for less than 3 per cent of the revenue; and a 1 per 
cent tax can, on the average, be collected for a little more than 3 per cent 
of the revenue.” Since most retail sales taxes now in use by states apply 
a 2 per cent rate, we select for comparison with other taxes an average cost 
of collection just under 3 per cent of revenues. It must be borne in mind, 
however, that this represents only the cost to government of administration. 
Actually the cost of collection and compliance which is imposed upon the 
seller may be greater than that of administration by the state.-’’*' 

Comparison of various taxes in terms of their administrative costs is likely 
to be quite unsatisfactory and inaccurate, since it is frequently impossible 
to allocate administrative expense to particular tax measures. Investigations 
have led to estimates that in the few areas studied the costs of administration 
of the property tax range on the average from 2 per cent downward.”® The 
cost to property-owners of compliance with the tax is of course extremely 
small. The Secretary of the Treasury reports that for fiscal 1951 the admin- 
istrative costs of the Bureau of Internal Revenue were one-half of 1 per cent 
of the revenue collected. Of the nearly $50 billion in revenue, nearly 80 per 
cent was income and profits tax. As in the case of sales taxes, a considerable 
portion of total “costs” of collection fall upon those responsible for with- 
holding taxes from wages and other incomes. 

In view of the scarcity of dependable figures it is impossible to arrange 
the various tax measures in order of the expensiveness of their collection and 
administration. It does appear, however, that so far experience does not show 

”3 Specifically, Chapters 4 and 5. 

Quoted in Twentieth Century Fund, Studies in Current Tax Problems, 1937, p. 
128, from Sales Taxes; State vj. Federal, research report prepared for the Interstate Com- 
mission on Conflicting Taxation. 

SB Some few states allow the seller to withhold a small part of his tax liability as pay- 
ment for performance of the collection function. Illinois and Arkansas allow approxi- 
mately 2%; Missouri 3%; Michigan $600 per year. Blakey, op cit., p. 12. 

^8 Studies in Current Tax Problems, pp. 120^. 
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the sales tax to possess any marked advantage in this respect. It has fre- 
quently been suggested that should the federal government adopt a sales tax 
it should be collected at the wholesale level. Should this be done the cost 
of collection and administration would probably be lower than is typical for 
state retail sales taxes.^'^ 

3. REGRESSIVENESS OF SALES TAXES. Although technically a pro- 
portional tax, the sales tax, whose incidence falls principally upon consumers, 
is regressive with respect to the personal income from which the tax is paid. 
The reader may well wonder that regressiveness is regarded as a virtue, in 
view of general acceptance of ability to pay as the proper basis for alloca- 
tion of the tax burden. Those who favor sales taxes because of their regressive- 
ness do so upon the presumption that the tax system is already too steeply 
progressive,^® and requires counterbalancing by taxes which fall heavily upon 
lower incomes. The argument is obviously founded upon an assumption that 
income tax rates are too steeply progressive in terms of ability to pay. This 
assumption is not subject to proof — one way or the other — and is essentially 
a matter of opinion. If we accept this assumption there is still little logic in 
enactment of a regressive sales tax to counterbalance overenthusiastic ap- 
plication of progression in the income tax. If this is used as an argument for 
a federal sales tax, it has little force. For the legislative body which would 
accept the sales tax has legislative authority over the rates of income tax. 
If, therefore, income tax rates are too steeply progressive, the logical step is 
to make this progression more gradual, either by lowering rates at the top, 
by raising rates on lower incomes, or by lowering personal exemptions. The 
argument has more force as applied to the states (assuming federal taxes to 
be too steeply progressive). For state governments can do little to bring 
about change in federal tax rates, and may thus more reasonably adopt for 
themselves new taxes which in their judgment round out a system whose in- 
cidence is reasonably allocated according to ability. 

4. SUMPTUARY POSSIBILITIES. There are circumstances in which it is 
desired to curb consumption, During a war period, for example, the scarcity 

sr Generally, the larger the revenue and the broader the application of the tax, the 
lower the percentage cost of administration. Even a federal retail sales tax would prob- 
ably be more efficiently administered than are state sales taxes. 

8® Cf. testimony of F. R. Fairchild before Committee on Ways and Means, Revenue 
Revision of 1943, p. 639, “What we now need to counterbalance these strictly progressive 
taxes on incomes, estate, and so forth, is some tax of the other sort, so that the bal- 
anced picture may give us a reasonably well-rounded tax system.” Also, “This regressive 
distribution of the burden of the [sales] tax would not be material so long as the rate 
of the tax was low and would be counterbalanced by the highly progressive distribution 
of the federal personal income and estate taxes.” {Report of the Connecticut Special 
Tax Commission of 1933, p. 583.) 
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of consumption goods relative to consumer purchasing power led to agitation 
for the type of revenue measure which would directly discourage consump- 
tion by raising the prices of goods. This approach, however, imposes a sys- 
tem of rationing scarce goods based upon the ability to pay high prices, and 
places the burden of reduced consumption upon those individuals whose in- 
comes do not rise significantly. It is quite evidently more just to drain off 
excessive consumer purchasing power by income taxation, and to guarantee 
fair distribution of scarce goods by a non-fiscal system of rationing. The 
sumptuary argument for consumption taxes generally errs in assuming that 
all individuals participate equally in a rise in consumer incomes. 

5. IMMEDIATE REVENUES. One of the more popular arguments for the 
sales tax points to its ability to produce revenue in a very short time after en- 
actment. This is generally a very desirable characteristic of a tax. Payment 
of an annual tax in small amounts through the year is generally less burden- 
some upon the taxpayer. And as we have seen, counter-cycle tax policy 
clearly implies the use of taxes whose effects are immediately felt. When it 
is realized, however, that the issue is generally between sales taxes and in- 
come taxes, this advantage for the sales tax is seen to have disappeared with 
successful cinployraent of the current tax payments provision in the federal 
income tax. 

6. TAX-CONSCIOUSNESS. It is of course desirable that the taxpayer in a 
democratic society be aware of his contribution to the revenues of govern- 
ment. Income and property taxes accomplish tax-consciousness to a high 
degree. The argument is thus primarily defensive in nature when used in 
support of the sales tax. It is probable that a retail sales tax, as usually em- 
ployed by the states, is productive of as much tax-consciousness as are in- 
come and property taxes, and all are preferable in this regard to selective 
excises.®® 

COMPENSATORY POSSIBILITIES IN THE SALES TAX 

UNINTENDED ECONOMIC EFFECTS. The combined federal, state, and 
local tax system in the United States has not resulted from any coordinated 
attempt to frame a complete system based upon a single theory of the proper 
allocation of tax burdens. Rather it has grown in an opportunist manner 
largely driven by the desire to raise additional revenue. Its over-all economic 
effects may therefore be characterized as unintended. The principal items in 

89 On the other hand, if a sales tax is collected at the production or wholesale level 
it almost inevitably becomes one of the “hidden taxes,” producing relatively little tax- 
consciousness. 
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the system are the federal income tax, the local property tax, and the federal 
and state excises and sales taxes. The federal income tax, whose incidence 
is generally upon those upon whom it is levied, is markedly progressive in 
rates. The incidence of property taxes is highly diffused; a considerable 
amount of backward shifting (capitalization) occurs, while the remainder 
not shifted backward may be shifted forward when property is used for 
business purposes, though this is not the case when property is used for 
consumption. The incidence of sales taxes and excises is principally upon 
consumers of taxed products; such taxes are thus generally regressive in 
effect, owmg to the fact that expenditure for taxed items consumes a larger 
portion of low than of high incomes. 

Table 35 below indicates the relative importance of the three types of 
tax mentioned above for selected years between 1902 and 1948. 


TABLE 35 RELATIVE IMPORTANCE OF TYPES OF TAXES IN COMBINED 
FEDERAL, STATE, AND LOCAL TAX REVENUES lo 
(% of total taxes) 


CLASS OF TAX 

1902 

1913 

1930 

1938 

1948 

Property Taxes 

51.0 

60.6 

47.6 

32.0 

10.6 

Income, Inheritance, Gift, Corporate Taxes 

2.0 

3.3 

27.5 

27.7 

57.9 

Consumption Taxes 

47.0 

36.1 

24.9 

30.2 

24.4 

Payroll Taxes 

— 

— 

— 

10.1 

7.0 

Total Taxes 

100.0 

100.0 

100.0 

100.0 

100.0 


The degree of progression or regression in the combined tax systems is 
indicated only in a general way by the figures in Table 35. The decline in 
relative importance of the notably regressive consumption taxes, the decline 
in importance of the (probably) regressive property tax, and the rise of the 
clearly progressive income and death taxes portray in combination a marked 
trend away from regression and toward progression. The most remarkable 
shift in this direction has occurred since 1938, though the trend is evident 
in the figures of earlier years. 

In order to show the degree of progression in combined federal, state, and 
local tax systems it is necessary to relate figures of tax liability to the income 
classes required to assume liability. This is by no means a simple operation. 
It is necessary first to accept hypotheses concerning the incidence of par- 
ticular taxes. We have seen that in the cases of some taxes this is relatively 

1902-1938 percentages computed from p. 129 of Hansen, A. H., Fiscal Policy and 
Business Cycles, N. Y., Norton, 1941. 1948 figures from p. 125 of Schwartz, Eli, Studies 
in the Distribution of Tax Burdens by Income Groups — A Critique, unpublished doctoral 
dissertation in Brown University Library. 
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simple, but in some others the facts as to their incidence are by no means 
clear in any precise, quantitative sense. The second requirement is to de- 
termme the extent of liability for the payment of particular taxes by persons 
in particular income classes. Statistics are by no means adequate to permit 
the taking of this step without generalizing on the basis of fragmentary data. 
For these reasons, the figures available should be accepted with some quali- 
fication, and it is not surprising that there should be some disagreement on 
results as among various research studies. The results of the major studies 
dealing with the distribution of tax burdens among income classes are pre- 
sented in Table 36. 

TABLE 36 EFFECTIVE RATES OF COMBINED FEDERAL, STATE, LOCAL 
TAXES BY INCOME CLASSES FOR VARIOUS YEARS: A SUMMARY 
OF FOUR STUDIES 


INCOME OF THE 

SPENDING UNIT 

TARASOV, 
1938-9 « 
(%) 

ADLER, 

1946-7 1' 
(%) 

MUSGRAVE, 

1948 c 
(%) 

TUCKER, 

1948 <1 
(%) 

Under $1000 

18.0 

19.6 

20.2 

18.7 

$1000-$ 1999 

17.5 

15.1 

17.5 

20.8 

$2000-$2999 

17.4 

17.3 

18.8 

23.9 

$3 000-$ 3 999 

17.7 

17.7 

19.1 

25.0 

$4000-$4999 

18.2 

22.9 

19.3 

26.3 

$5000-$7499 

18.7 

24.2 

21.4 

28.3 

$7500 and over 

32.7 

36.2 

35.1 

44.8 

Total 

20.2 

24.2 

24.0 

29.7 


“ Helen Tarasov, “Who Does Pay the Taxes?,” Supplement IV, Social Research, 1942, 
p. 5. 

John Adler, “The Fiscal System, the Distribution of Income, and Public Welfare,” 
in Poole, K. E., Fiscal Policies and the American Economy, N. Y., Prentice-Hall, 1951. 

Musgrave, R. A. et ai, “Distribution of Tax Payments by Income Groups: A Case 
Study for 1948,” National Tax Journal, March, 1951. The Musgrave figures are cal- 
culated on the assumption that the corporate net income taxes have their incidence upon 
profits and dividends. 

^Tucker, R. S., “Distribution of Tax Burdens in 1948,” National Tax Journal, Sep- 
tember, 1951, p. 281. 

We cannot enter into the technical comparison of these studies with one 
another to show differences in procedure or differences in assumptions as 
to the incidence of particular taxes. Wliat is important is to note the essential 
similarity m pattern of effective rates as shown in all studies. The most sig- 
nificant facts are regression of the tax system as it affects the lowest incomes, 
rough proportionality of tax burdens among the lower middle incomes, and 
rather mild progression applied to high incomes. (The lumping together of 
all incomes over $7500 tends to present an effective rate for this group which 

■*1 These studies are compared and analyzed critically in Schwartz, Eli, op. cit. 
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is unrealistically high if incomes near the $7500 level are considered, for 
the rate shown for this group is an average for the wide range of incomes 
above this level.) A combined tax system which imposes an over-all rate of 
one-fifth to the smallest incomes and two-fifths to high incomes can hardly 
be characterized as a steeply progressive system. The implications of these 
facts are clear. The tax system has not notably applied the principle of ability 
to pay. It has borne extremely heavily upon consumption, through sales and 
excise taxes, property taxes, and low personal income tax exemptions. The 
particular offenders in this respect are state and local governments, and the 
effect upon consumption is particularly vicious when, as has been true to a 
very considerable degree, use of the most regressive taxes has been expanded 
in periods of unemployment when consumption needs encouragement. The 
recent popularity of the sales tax, based largely upon its ability to produce 
large state revenues, has had unintended depressive effects upon consump- 
tion. In some phases of the business cycle this brake upon consumption may 
be useful, but in other phases it is seriously destructive. 

COMMODITY TAXES AS INTENTIONAL COMPENSATORY INSTRU- 
MENTS. As a matter of long-run policy to encourage a high level of income 
and employment, the effect of commodity taxes is strongly deterrent. There 
are only very limited cyclical situations in which they may be used without 
injury. Professor Hansen claims that they may be properly employed to 
apply brakes to consumption during boom periods when productive resources 
are fully utilized and further consumption pressure can only induce inflation. 
This position appears more attractive at first glance than upon closer analysis. 
The alternative to commodity taxes is adjustment in personal income taxes, 
and their relative merits for counter-boom purposes will depend upon several 
factors.^^ 

Professor Shoup lists for the sales tax the following particular dvantages 
over the personal income tax as an instrument for fighting inflation ''uring a 
period of boom. In the first place, a sales tax is likely to encourage overtime 
work somewhat more than is an income tax. The advantage here is that some 
elasticity in the labor supply is provided by a lengthening of the work day, 
increasing the volume of output and thus somewhat relieving the inflationary 
pressure of excessive demand. The reason why an income tax may be some- 
what more discouraging of overtime work is that under a sales tax an indi- 
vidual may avoid a part of the heavier tax by judiciously controlling his con- 
sumption out of increased earnings, while it is certain that an increase in 

^2 This question has been analyzed in great detail by Carl Shoup, Taxing to Prevent 
Inflation, New York, Columbia, 1943, p. 92 ff. Much of what follows is taken from 
Shoup’s study. 
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weekly pay will involve withholding of a larger income tax. Actually it is 
doubtful that either a sales tax or an income tax will seriously deter the 
worker from accepting a reasonable amount of overtime work. In the second 
place Shoup concludes that a sales lax is less likely to induce laxity in man- 
agement during a boom period than is an income tax. The point here is that 
with managerial wages and profits high in a boom period, additional effort 
to procure higher income will mean higher rates of personal income tax, and 
after a point the added income after high taxes does not warrant the added 
effort required. Finally, the sales tax allows for regional variations in the 
cost of living, whereas the income tax does not. Thus, the sales tax tends 
to raise the cost of consumption by approximately the amount of the tax,"*^ 
and regional differences are maintained. On the other hand, income tax ex- 
emptions are fixed for the nation as a whole, without adjustments to differ- 
ences m the cost of living. In so far as this advantage of the sales tax exists, 
it is applicable to any phase of the business cycle.** 

By comparison with the income tax, the sales tax is inferior to the income 
tax for a number of reasons. First, it is hardly desirable to discard the prin- 
ciple of ability to pay even in a boom period. Not all consumer incomes share 
equally in the boom; many incomes remain fixed over long periods. This be- 
ing the case, the ability of the income tax to exempt completely a minimum 
standard-of-living income is decidedly in its favor. And the possibilities in 
the income tax for the practice of progression establish a clear preference for 
it in any phase of the business cycle. For no policy of compensatory taxation 
can logically attempt to combat booms by imposition of severe burdens upon 
those of low and fixed income. The upward pressure upon prices does not 
arise uniformly from all income classes. Quite obviously the consumer pres- 
sure arises from demand on the part of those individuals who are anxious 
to increase purchases by the expenditure of income in excess of that required 
to provide their fomrer levels of living. Heavy taxation of income in excess 
of that required to provide a pre-inflation level of living is far preferable to 
taxing all dollars of expenditure equally. 

Second, the case for anti-inflation taxation of consumer purchases ex- 
clusively ignores the simple fact that investment expenditures are, dollar for 
dollar, equally inflationary with consumer purchases. Demand for structural 
steel or machine tools competes directly with demand for automobiles or pots 
and pans for scarce materials and labor. Buying for inventory (investment) 

*s In a boom period it is generally possible to shift a larger part of a consumption tax 
forward, as demand is high and rising. 

** Shoup lists other potential advantages of the sales tax. They are ignored here be- 
cause to the writer they appear of very minor significance among a list of advantages 
which altogether present a weak case for this type of tax measure. 



418 


TAXES ON SALES 


has the same price effect as buying for consumption. In the short run, there- 
fore — and acute inflationary pressure is typically a short-run phenomenon 
— offers to purchase investment goods are equally price-increasing with offers 
to purchase consumer goods. This is true in spite of the fact that in the long 
run additions to the economy’s capacity to produce, other things equal, do 
effectively relieve inflationary pressures. Thus, though in the long run “the 
best cure for inflation is production,” the immediate effect of additional in- 
vestment in an inflationary period is the inducement of more inflation, a fact 
which seems to have been unquestionably demonstrated in 1946-47. Herein 
lies a distinct advantage of income taxation over consumption taxation for 
counter-inflation purposes. For the income tax can be — almost automatically 
is — designed to take off the market private investable income as well as 
private consumable income, limiting over-investment as well as over-con- 
sumption. 

There is further a group of practical or institutional considerations bear- 
ing upon the choice of tax measures to combat inflation. The “cost of 
living” has come to represent an important datum in the field of wage bar- 
gaining. The boom period is that in which organized labor is particularly 
successful in realizing its demands. And whether reasonable or not, it is 
generally agreed that an increase in the cost of living will in practice drive 
labor to the bargaining table with demands for increased wages more quickly 
than will increased personal income taxes. This is partly due to a belief that 
a rise in the prices of consumers’ goods has an effect which is discriminatory 
against the consumer (= labor) class, while an increase in income taxes 
typically affects everyone across the board. The certainty that consumption 
taxes increase prices, and that general consumption taxes increase the cost 
of living, creates a powerful urge toward wage increases and thus “builds 
into” the sales tax a peculiar inflationary pressure less likely to bo present 
in a personal income tax. 

Comparable to the situation in the wage field is the situation in the field 
of agricultural prices. The “parity” formula has become generally accepted 
in the American economy, justifying a rise in agricultural prices when other- 
prices rise. It is almost inevitable, therefore, that unless agricultural policies 
revert to those prior to 1933, a tax increase in prices of things bought by 
farmers will encourage further rise in farm products. If this is a reasonable 
expectation then the sales tax would become a more potent instrument for 
promotion of inflation in agricultural products (and thus increase the cost of 
living and the cost of many industrial raw materials) than would the income 
tax. Obviously both a sales tax and an income tax would skim off excessive 
purchasing power, and to the extent that tliis is accomplished would reduce 
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the upward pull of demand upon prices. But we must recognize also the 
potency of the upward push of increasing costs upon prices — the phenomenon 
commonly designated as the “cost-price spiral.” With respect to the cost 
push we find that whether entirely rational or not, the forward-shifted sales 
tax has a marked influence upon costs, while the income tax does not. This 
difference would argue strongly in favor of the income tax for counter-in- 
flation purposes. 

A principal objective of inflation control is to avoid the redistributive 
effects which inflation imposes upon a society. That is, since not all individual 
incomes move upward together, uncontrolled inflation will tend to ration 
goods according to a pattern different from that which obtained before prices 
began their movement upward, favoring those whose incomes rise and penal- 
izing those whose incomes remain relatively constant. The imposition of a 
proportional tax on consumption will raise the prices of the affected goods 
and services proportionally across the board. Thus, those whose incomes are 
not rising will be adversely affected by an anti-inflation sales tax much as 
they would have been affected had the inflation been permitted to go un- 
hampered, except that the redistribution will not be permitted to go as far. 
The fixed income groups will be required to sacrifice either a portion of 
their consumption or a portion of their saving to check an inflation in the 
encouragement of which they would play no significant part. On the other 
hand, those whose incomes are rising can maintain or increase their con- 
sumption or saving. The burden of the program is thus largely misplaced, 
and we can sec that labor opposition to consumption taxes for inflation con- 
trol is essentially rational. For wages tend to lag behind prices, placing the 
labor group in the disadvantageous position mentioned above. 

The personal income tax as an anti-inflationary measure may produce es- 
sentially the same results as consumption taxes would produce in redistrib- 
uting real purchasing power during a potentially inflationary period. This 
would be particularly true were income taxes to be increased by lowering 
personal exemptions. But if the income tax rates are raised by a given per- 
centage throughout the progressive schedule, all income classes will participate 
in the sacrifice. Those whose incomes are high and rising, and who can easily 
escape a large part of the burden of consumption taxes by refraining from 
consumption, would be required under an income tax to pay on their cur- 
rent savings, and the major redistributive effects would be avoided both in 
the present and for the future. Anti-inflation tax policy will be unpopular 
at best. It will be more palatable and therefore politically more feasible 
if all classes have confidence that its burdens are widely and fairly dis- 
tributed. 



4Z0 


TAXES ON SALES 


RECOMMENDED READINGS 

Hansen, A. H., and Perloff, H. S., Slate and Local Finance in the National 
Economy, N. Y., Norton, 1944, Chapter 3. 

Excellent general treatment of the regressive effects of state and local tax 
systems, with special reference to sales and business taxes. 

Wald, H. P., “A Comparative Analysis of Three Variations of Retail Sales 
Taxes,” American Economic Review, June, 1944, p. 280 fC. 

This article should prove very useful in defining objectives and in analyzing the 
effects of particular sales tax provisions. It will induce acquaintance with 
various types of sales taxation. 

Haig, R. M., and Shoup, C., The Sales Tax in the American States, N. Y., 
Columbia, 1934. 

Though not a recent study, this book is currently pertinent. Chapters 1 (“The 
Sales Tax Movement in 1929-33”), 2 (“Reaction of Taxpayers to the Sales 
Tax”), and 4 (“Evaluation of the Sales Tax as a State Fiscal Measure”) are 
particularly recommended for reading in elaboration of the text chapter. 

Hall, J. K., “Excise Tax Incidence and the Postwar Economy,” American Eco- 
nomic Review Supplement, March, 1942, p. 83 ff. 

A discussion of incidence and of effects in terms of both prevention of war- 
time inflation iind long-run postwar needs. 

Criz, Maurice, The Use Tax, Chicago, Public Administrtition Service, 1941. 

A short, thorough description and analysis of the use tax. 



CHAPTER 21 DEATH AND GIFT TAXES 


's..Beath taxes are imposed upon the occasion of transfer of property at 
death. Under a system of private property it is almost inevitable that the 
individual possess some right to determine how his property shall be dis- 
tributed upon his death.’ In a primitive or thoroughly communized society, 
where property ownership resides in the group or soeicty, the death of a 
member would involve no transfer of property ownership, since during his 
lifetime he was only using property of the society. The institution of private 
property, on the other hand, implies private right to the use and to the dis- 
tribution of property, both during life and at death of the owner. However, 
the right to property is not a natural right; it is a creature of the social and 
legal system, and thus is legally established by common consent. There may 
be, and frequently are, established legal limitations to the rights of bequest 
and inheritance. A system of primogeniture may exist within a society in 
which property is regarded as individual; the system clearly limits the rights 
of bequest and inheritance. In many modem states the right of bequest is 
limited by standing legal claims of widows and children to some part of the 
property of the deceased father. Death taxes themselves are a recognition of 
a legally enforceable claim of the state against private property transferred at 
death. 

The transfer of property in an organized society must take place under 
the aegis of government. This is merely an extension of the governmental 
function of protection, and is an essential feature of the distribution of estates 
according to the wishes of decedents and the existing laws of inheritance. It 
is upon the occasion of distribution that government presents its tax claims. 
Two types of death taxes are in use. One is the estate tax, imposed upon the 
estate before distribution to lawful heirs. The other is the inheritance or suc- 
cession tax, using as its base the distributive share to the individual heir. 
Much controversy has raged over the relative merits of the two types. We 
shall have occasion to take note of the issues in this controversy as we dis- 
cuss the theory of the death tax. 

1 See G. D. H. Cole, “Inheritance,” Encyclopaedia of the Social Sciences. 
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THEORIES OF DEATH TAXATION 

Death taxes are among the oldest of tax measures.^ During their long 
history they have not wanted for theoretical justification. Indeed, almost 
every conceivable tax justification has been used at one time or another. 

1. BENEFIT. The benefit theory as applied to death taxation calls attention 
to the service which government performs in guaranteeing the distribution 
of estates to lawful heirs according to the wishes of the decedent. And when 
no will exists government arranges for distribution of the estate according to 
society’s wishes as expressed in the statutory provisions governing such cir- 
cumstances. According to this theory, the tax is a payment to government for 
performance of this service. The benefit theory, however, hardly recommends 
itself beyond the justification of a probate fee. In modern times, when death 
taxes typically are imposed in addition to collection of probate fees, and are 
generally progressive in rates, the benefit principle falls far short of repre- 
senting an adequate theoretical base for the tax. 

It has frequently been asserted that since the laws of inheritance are state 
laws, and since the orderly distribution of estates at death is a function of 
an agency of state government, death taxes are “naturally” state taxes. By 
this reasoning, federal taxation of estates or inheritances is regarded as an 
invasion of a revenue field which belongs to the states. This can be regarded 
as acceptable only to the extent that the tax is based upon the benefit prin- 
ciple, and the inadequacy of the benefit principle as a justification for modern 
death taxes implies similar inconclusiveness of the argument that the tax 
belongs to the states. 

2. STATE PARTNERSHIP. A theory of minor importance advanced in 
justification of death taxes is that which claims that government is inevitably 
a passive and silent partner in the creation of all value.® This being the 
case, government is rightfully a major claimant in the distribution of estates, 
on grounds that what actually belongs to government cannot logically be 
given away by the decedent. Such a theory can hardly be tenable as justifica- 
tion for modern death taxation. If acceptable, it is equally applicable to in- 
come taxation, and if used to justify income taxation it cannot logically be 
used again in justification of a death tax. Furthermore, modem practice of 
exempting minimum estates and inheritances from taxation and application 

2 See William J. Shultz, “Inheritance Taxation,” Encyclopaedia of the Social Sciences, 
for a brief history of these taxes. 

8 Andrew .Carnegie is reported to have said, “The American republic is the partner 
in every enterprise where money is made honorably.” (E. R. A. Seligman, Essays in 
Taxation, 8th ed., New York, Macmillan, 1913, p. 129 n. 
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of progressive rates to those taxed do not appear to reflect the partnership 
principle. If government is a partner in the creation of wealth and property 
rights, it contributes to the creation of small as well as large estates. And it 
is unclear how the partnership theory can account for the taking by govern- 
ment of a larger portion of a large than of a small estate, or how it justifies 
sharing by the governmental “partner” in gains but not in business losses. 

3. THE BACK-TAX THEORY. This theory regards the death tax as an 
instrument for collecting taxes due but evaded by the decedent during his 
lifetime.^ It has had particular reference to the evasion of property taxes, 
since in the United States the death tax was an early instrument of the states 
and the principal state tax at that time was the property tax. Recognition of 
the consistently high degree of property tax evasion has added support to 
the theory. However, as Seligman points out, death taxes have been imposed 
upon all types of property making up the estate or inheritance, whereas there 
has been relatively little evasion of the real property tax. Logically, therefore, 
if the death tax represents a final accounting for unpaid property taxes it 
should be limited almost exclusively to personal property. It is, of course, 
absurd to assume that large estates can be accumulated only through evasion 
of property (or other) taxes, and that therefore the existence of an estate is 
prima facie evidence of earlier tax evasion.® 

4. ABILITY TO PAY. The generally accepted principle justifying the tax- 
ation of transfers of property at death is that of ability to pay. It asserts that 
the inheritance of property places assets in the hands of the receiver which 
create an ability to contribute to government distinct from the ability to pay 
other taxes. This is undoubtedly true in the majority of cases, and the es- 
tablishment of a minimum inheritance exempt from taxes can provide for 
those cases of need. With respect to inheritance, ability to pay taxes per 
dollar received progresses in two directions. Other things equal, the larger 
the inheritance the greater the capacity to pay per dollar, as the sacrifice 
involved in giving up a given portion of the marginal dollar inherited de- 
creases as the number of dollars received increases. In addition, the capacity 
to pay taxes from an inheritance varies with the extent to which the heir has 
depended upon its receipt. Pure windfall inheritances of a given amount 

4Cf. Seligman, op. cit., p. 135. 

® There are in existence special taxes imposed at death whose function is that of col- 
lecting previously evaded taxes. An example is the Connecticut “Estate Penalty Tax,” 
which requires probate judges to report the items of property in estates which have 
paid local property taxes during the last taxing period. A special penalty tax is imposed 
upon those items upon which a property tax was due but unpaid. Such a special tax is 
to be regarded as a measure to improve enforcement of the property tax, and not as 
a tax on the transfer of estates at death. 
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possess very high capacity to pay per dollar received compared to inheritances 
of the same size received by dependent widows and children. 

The ability principle thus points to progression of death lax rates in two 
directions: with increase in the size of the estate or inheritance, and with 
greater distance in relationship between the testator and the heir. With respect 
to the latter, many states classify heirs into at least three classes. Class A or 
“direct” heirs include spouse, children, parents, grandparents, and grand- 
children, and enjoy high exemption and relatively low (though progressive) 
rates. Class B or “collateral” heirs include brothers, sisters, cousins, uncles, 
aunts, and children-in-law; both lower exemptions and higher (progressive) 
rates are applied to this class. The highest (progressive) rates and lowest 
exemptions are applied to Class C heirs or “strangers,” which category in- 
cludes all heirs not related by blood. It is, of course, possible to create a 
larger or smaller number of classes and to vary the definitions of the typical 
classes indicated above. The classification, however, results from the eco- 
nomic fact of greater ability to pay per dollar of inheritance by those who 
are not normally dependent upon the inheritance as a substitute for in- 
come. 

It is the desire to tailor the tax to ability to pay which has led to quite 
general enthusiasm for the inheritance lax as opposed to the estate tax. The 
latter is much more simple to administer, since it involves none of the com- 
plications such as life interests and contingent estates. The valuation for tax 
purposes of such special or deferred inheritances creates difiicult problems 
of administration, frequently withholding inheritances from lawful heirs for 
long periods of time while the administrative machinery is in operation. Sup- 
porters of the inheritance tax believe this a small price to pay for a tax meas- 
ure which lends itself to far greater precision in adjustment to ability to pay. 
It is true that two estates do not possess the same capacity to pay when one 
is granted wholly to a single heir while the other is divided among several. 
For ability to pay relates to the heirs and not to the estate, and to apply 
progression to the estate before division is at best but a rough and ready ap- 
plication of the ability principle. An estate tax thus ignores the important 
datum of ability of the heirs to pay taxes, both as to size of inheritance and 
as to relationship to the decedent. 

On the other hand, a realistic view of how the inheritance tax operates 
raises several questions concerning the actual conformance of its burdens to 
ability of individual heirs to pay. In the majority of cases there is no prac- 
tical diSerence in the effects of the two tax measures, for most commonly 
estates are passed directly to the surviving spouse. Under such circumstances 
an inheritance tax is in effect an estate tax. When estates are divided into 
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shares and distributed among several heirs, it is supposedly the merit of the 
hiheritancc tax that it can impose upon each heir a tax which measures his 
peculiar ability." Unfortunately, however, the testator may by his own choice 
(or lack of it) defeat the laudable purposes of the inheritance tax. Although 
it is true that inheritance taxes are generally paid out of each distributive 
share the testator generally has full knowledge of the impact of such taxes 
upon the various heirs, and can adjust his contributions to take account of 
them. 

For example, suppose a testator expects to have a net estate (after pay- 
ment of debts and expenses, but not taxes) of $50,000, and that the inheri- 
tance tax allows an exemption of $30,000 for direct heirs and none for 
“strangers.” ® He wishes to leave the bulk of his estate to his widow (his 
only direct heir) but would like to leave something to his secretary and to 
the widow of his former business partner. Let us suppose that if there were 
no tax he would choose to leave $40,000 to his wife and $5000 each to the 
two “strangers.” But on investigation of the inheritance tax law he finds 
that under such a distribution his widow would pay taxes of $200 (2 per 
cent on the excess above the exempt minimum), leaving her $39,800. Each 
of the others, however, would pay 10 per cent without exemption, or $500, 
leaving $4500. Confronted with this situation, it is conceivable that he will 
provide $5555 to each of the "strangers,” so as to give each $5000 after 
taxes. The consequence of this is a reduction in his bequest to his widow 
to just under $39,000. Obviously, some violence has been done to the notion 
that the inheritance tax can measure accurately the ability to pay of each 
heir. The effect of the differential rates and exemptions has been to throw 
the whole burden of the tax upon the widow. The “stranger” has after tax 
the amount he would have had if there were no tax, while the widow — ^whose 
ability to pay per dollar of inheritance is regarded as considerably less — ^Iras 
borne the whole burden. The point to be made, however, is only illustrated 
by this example; it does not depend upon the figures and actions assumed. 
The point is that, when we say the inheritance tax implements the ability to 
pay principle more precisely than does the estate tax, we assume no power 
of voluntary vitiation or qualification by the testator. That this assumption 
is unreal would be attested by those whose profession brings them into the 

"This nrcans his peculiar ability only with respect to his inheritance, and not with 
respect to hi.s over-all asset position. It is hardly conceivable that any death tax not com- 
pletely integrated with an income tax could measure the whole ability to pay of the 
individual. 

t Cf. T. W. Chrystie, “Division of Death Taxes Among Beneficiaries,” Proceedings, 
National Tax Association, 1939, p. 411, 

8 These exemptions are approximately those effective under the Michigan inheritance 
tax law operative in 1946. 
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confidence of testators.® We find, therefore, that the supposed economic merit 
of the inheritance tax is or can be very largely imaginary. 

Though death taxes are frequently quite imperfect in precise implementa- 
tion of the principle of ability to pay, it is nevertheless true that the ability 
principle constitutes the major modem theoretical justification of them. By 
any measure, ability to pay taxes docs arise out of the institution of inher- 
itance. This personal ability is quite distinct from that arising out of the 
receipt of recurrent income, and justifies the separate employment of the prin- 
ciple as the theoretical basis for both taxes. 

5. REDISTRIBUTION OF WEALTH. Death taxes are imposed at the time 
of transfer of property at death; the tax base is the property itself, and the 
rates applied are frequently high enough to take considerably more than the 
current income from the estate. Clearly, therefore, the death tax is intended 
to be a tax on wealth. A long-standing and widespread criticism of the private 
property economy is that concerning its propensity to create highly unequal 
incomes and highly unequal distribution of economic power. It is generally 
agreed that the development of an industrial economy requires the accumu- 
lation of large quantities of capital, and that this capital is formed primarily 
from the savings of those larger income receivers whose propensity to con- 
sume is relatively low. On the other hand, the consequences in terms of wel- 
fare of highly unequal incomes are so serious as to raise questions in the 
minds of many as to whether a system which produces so much inequality 
can justify its continued existence without the introduction of measures to 
mitigate its evils. The radical point of view would favor major or complete 
elimination of the private property system. The reactionary point of view 
insists that with all its inequalities the situation of even those least favored 
by the system is better than it would be under any alternative system. The 
liberal, middle point of view in general favors the retention of the basic 
outlines of the private property system, but would introduce measures to 
mitigate the serious consequences of maldistribution of wealth and income. 

Traditionally the objection to wide inequality has been based upon a con- 

® It is not meant to imply that this qualification entirely vitiates the supposed advan- 
tages of the inheritance tax, nor that for the reasons indicated above the estate tax is 
better tailored to ability to pay. Experience seems to show that practical factors very 
frequently shift the whole burden of the estate tax on to those least able to bear it, al- 
though it is generally assumed that all heirs share proportionally in the estate tax. 
Chrystie {ibid.) finds that in general . . Estate taxes, whether federal or state, which 
are imposed upon the entire net estate as one unit, are to be paid out of the residuary 
estate.” Since in practice specific grants are generally given to collateral heirs and 
strangers, while direct heirs are made residuary legatees, the tax sacrifice does not fall 
proportionally upon all heirs but most heavily upon those to whom the sacrifice per dol- 
lar is greatest. 
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cern for the welfare of those least favored by the system. As such, it is 
based upon moral and ethical considerations, and in its less radical forms 
has advocated such mitigating measures as shorter working hours, minimum 
wages, social security, relief expenditures, usury laws, excess profits taxes, 
progressive income taxes, and progressive taxes upon property transferred 
at death. More recently, however, with the development of the income analysis 
of business cycles and secular stagnation, wide inequality is condemned on 
purely economic grounds. The newer analysis has emphasized the causative 
relation between the level of consumption and the level of national income. 
Poverty, therefore, is not only socially significant because of the low standard 
of living it creates; it is economically significant as an obstacle to economic 
progress. The importance of a high level of consumption in generating a high 
level of investment, income, and consumption argues strongly for a system 
of distribution in which the masses possess sufficient income to maintain 
high consumption. Granting the necessity of saving to finance a rapidly ex- 
panding economy, and granting that such saving comes largely from large 
incomes, the rate of expansion cannot be maintained unless consumption is 
to continue increasing. When consumption ceases to increase the savings of 
the large income receivers turn to hoards, and stagnation sets in.^® 

Inheritance is but one among many factors contributing to inequality in 
the ownership of wealth. And of course inequality in the ownership of wealth 
is but one factor in the inequality of incomes. Nevertheless inheritance is 
sufficiently important to have generated a considerable amount of radical 
and liberal agitation for its elimination or qualification. Progressive taxation 
of estates and inheritances has been persistently motivated by the desire to 
mitigate the recognized evils of inheritance in its purest form. It would be 
improper to assume, however, that death taxes are designed to make private 
inheritance mipossible. The federal tax on estates has carried fairly high and 
progressive rates, but has allowed generous exemptions. The state taxes have 
generally granted lower exemptions, but have applied low rates. Obviously 
a death tax system which appropriated substantially all of every estate to 
government would, in the majority of applications, create real hardship. For 
in the majority of cases estates transferred simply serve to maintain con- 
sumption for remaining family members at or below the former level. 

The objectives of redistribution of wealtlr and of taxation according to 

WThe influences which promote progress in a rapidly expanding economy in spite 
of serious inequality in incomes are principally: (1) population growth, (2) now lands, 
and (3) a high degree of competition accompanied by rapid technological change. When 
population becomes nearly stable, and new lands disappear, two major external factors 
in the expansion of consumption disappear. When the economy becomes non-competitive 
the tendency is toward restriction of production and lowering of consumption. 
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ability to pay, both of which lie behind death taxation, arc not in any im- 
portant way in conflict with one another. In individual cases they may con- 
flict, but those cases are relatively few and indicate the conflict which at 
times arises from the application of a tax measure uniformly to all members 
of a society whose members are in diilercnt circumstances. In general, how- 
ever, it cannot be controverted that the greater the inheritance, the greater 
the capacity to pay taxes from that inheritance. And the application of a 
uniform set of progressive rates upon inheritances will meet the broad de- 
mands of the ability principle and at the same time mitigate some of the 
results of highly unequal ownership of wealth. 

It is convenient at this point to analyze the observation not infrequently 
expressed that death taxes, since they are imposed upon wealth, actually 
decrease the stock of wealth in the economy. The observation appears to 
confuse wealth itself with the ownership of wealth. It generally cites the ex- 
ample of a large, closely held corporation, which on the death of one of its 
few large owners must be “broken up” to meet death tax obligations. Ignor- 
ing whatever legal possibilities there may be for avoiding death taxes or 
avoiding the sale of stock to meet lax claims, let us assume that a portion 
of the estate (in shares of stock in the corporation) of the decedent must 
be turned into cash to pay the taxes. If these shares arc sold to others among 
the small shareholding group, obviously no destruction of capital occurs and 
no dissipation of ownership occurs, although the decedent’s heirs hold a 
smaller share of ownership than did the decedent. But more likely, if the 
corporation is large and closely held, stock must be sold on the market to 
meet tax obligations. Here again, though the number of owners of the cor- 
poration is increased, no destruction of capital has occurred. And even if 
the shares must be sold at a low price, no destruction of capital in the real 
sense has resulted, though the size of the inheritance after taxes has been 
reduced. Savings of outsiders have replaced savings of the decedent in the 
corporation, and government has taken that portion of the decedent’s savings 
replaced, It would clearly be impossible to generalize upon the long-run 
effects of such dispersion of ownership. 

Another observation has been made concerning death taxes, that high 
death taxes tend to dry up the stream of death tax revenue by discouraging 
the accumulation of taxable estates. This is undoubtedly true to a degree. 
The investment of assets in tax-exempt government bonds to reduce death 
taxes is a commonplace, particularly when taxed investments show little dif- 
ferential in return. Purchase of (partially) tax-exempt insurance offers a 
similar possibility. And there are various legal preparations which may be 
made to avoid death taxes, their types and their effectiveness depending upon 



INCIDENCE OE DEATH TAXES 


429 


existing law in different localities. Establishment of residence in low-tax states 
is sometimes possible; in community property states the amount of the estate 
actually transferred at death may be less because of the legal presumption 
that each spouse was owner of one-half of the assets before death; in some 
states the legal intricacies of joint tenancy will reduce death taxes by eliminat- 
ing transfer of ownership at death; estates may be largely given away before 
death and thus avoid some taxation. Without question — ignoring the possi- 
bility of secular increase in number and size of asset accumulations in the 
society, and changes in the tax laws — death taxes heavy enough to encourage 
tax avoidance will reduce death tax revenues. 

Should we expect high death taxes to discourage saving? It is impossible 
to answer the question inductively by reference to observed facts. Never- 
theless the question is of some importance and when answered in the affirma- 
tive has been employed as an argument against the death tax. Death taxation 
is but one — and a minor one — of the influences upon the amount of saving. 
It would appear doubtful that individuals determine their choices to save or 
not to save during life in terms of estate or inheritance taxes. Small savings 
and even savings of medium size have hardly been touched by these taxes, 
while it is almost certtiin that the comfort and economic power which go 
with substantial assets during life are far stronger motives for accumulation 
than is the privilege of making large bequests at death. If this is true, death 
taxes would be minor deterrents to saving. And it may be observed that in 
the last quarter-century the American economy has suffered far less from 
under-saving than from over-saving. 

INCIDENCE OF DEATH TAXfS “ 

The popular but much over-simplified theory of incidence of the death 
tax places the whole hicidence upon the successor or inheritor of the estate. 
It reasons that since the tax is assessed and collected subsequent to the death 
of the creator of the estate, and dead men cannot bear tax burdens, the de- 
cedent must be free of all incidence. Since tliere is no vehicle for tax shifting 
beyond the successor, the total incidence is upon him. Certain easily observ- 
able facts seem to support this analysis. The net estate is available for distri- 
bution according to will among designated heirs. Were no tax collected, the 
sum of the shares distributed would be larger by the amount of the tax. 
Therefore the heirs — or at least some of them — ^liave contributed the tax 
from their shares. 

See James K. Hall, “Incidence of Death Duties," American Economic Review, 
March, 1940, p. 46, for an excellent short discussion of comparative theories of the 
incidence of these taxes. 
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This theory would be wholly acceptable were it possible to assume that 
those who create estates during their lifetime either ( 1 ) take no thought of 
death taxes, or (2) consistently during life save what they can for the pur- 
pose of estate-building. 

In many instances these assumptions harmonize with the facts. They imply 
that the prospect of death taxes has no effect upon estate-building. There are 
probably those who are quite ignorant of the existence of such taxes, and set 
an estate goal — usually by purchase of life insurance — which is regarded as 
adequate. And there are others who during life are so conscious of their ob- 
ligation to dependents that they follow a consistent program of self-denial 
for the purpose of maximum estate-building. Many such persons truly “save 
all they can,” and the weight of taxation, though deplored, does not affect 
the size of the estate before taxes. In such circumstances the tax has but 
one effect — ^the size of the net estate being given, the tax is but a deduction 
from the shares of the heirs, and the incidence is upon them. 

In many other cases, the program of estate-building is conditioned by antici- 
pation of the death lax. Whenever the objective in estate-building is the crea- 
tion of assets of a given amount after taxes, it is to be presumed that the rate 
of saving during the testator’s lifetime was greater than it would have been 
without the tax. He has not only laid up an estate after taxes for his heirs, 
but he has also set up a fund for tax payment. The additional self-denial re- 
quired to meet the tax represents the burden of the tax. How burdensome 
this incidence is depends upon the intensity of the sacrifice involved in ad- 
ditional saving. But the incidence in this case is clearly upon the decedent. 
The assumption that dead men cannot bear tax burdens is not strictly true. 
As dead men, of course, they experience no burdens. But the burden (in- 
cidence) can be borne prior to the date on which the tax is asse.ssed. We con- 
clude, therefore, that the incidence of death taxes may be upon the predecessor 
or upon the successor, or upon both. When anticipation of the tax has led to 
more rapid estate-building by the predecessor than otherwise would have 
occurred, to that extent the incidence is upon him. If the estate under the tax 
is what it would have been without the tax, the incidence is upon the suc- 
cessor. When the predecessor anticipates the tax but is able only partially to 
provide for it, the incidence is divided between predecessor and successor. 
Incidence is therefore largely a matter of personal choice of the testator. He 

12 Some would insist that there can be no burden upon heirs, since inheritances are 
purely fortuitous— a net windfall gain. (Cf. Hall, ibid., p. 58.) However, “incidence" 
does not necessarily mean “burden”: it answers the question, “Who actually has contrib- 
uted the tax?" The tax may conceivably be contributed without an attendant burden in 
the case of an heir whose inheritance is entirely of a windfall nature. What he gets is 
net gain, because he expected nothing. On the other hand, the incidence represents nega- 
tive benefit in the sense that he would have had greater windfall gain without it. 
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may bear the incidence if he chooses (and is able by greater saving or greater 
industry) to do so, or he may place it upon his successors. As to what gen- 
erally occurs it is foolhardy to guess and well-nigh impossible to determine 
by investigation.^® 

RECENT HISTORY OF DEATH TAXATION 

The modem era of death taxation in the United States began at about the 
beginning of the present century for state governments, while modem federal 
use began during the First World War. Several states had employed rudi- 
mentary measures of this type during the nineteenth century, but it was not 
until the Wisconsin law in 1903 that the tax first included all heirs, all types 
of property, and progressive rates. Federal employment of death taxation 
occurred sporadically during the nineteenth century, principally during war 
revenue emergencies. Until 1924 death taxes were generally regarded as the 
peculiar property of the states. Previous to that date the federal taxes had 
been promptly repealed with the passing of the emergency. In 1924, how- 
ever, the debate over repeal of the federal wartime death tax terminated in 
legislation designed largely to eliminate duplication of federal and state bur- 
dens upon estates and inheritances. This plan not only laid the foundation 
for a permanent federal tax, but greatly accelerated the movement toward 
uniform death taxation among the states. 

THE FEDERAL CREDIT FOR STATE DEATH TAXES PAID. In 1916 
the federal government levied an estate tax whose rates, though moderate 
by contrast with the present law, were considerably higher than those formerly 
applied by federal death taxes.^‘‘ The maximum rate in the progressive sched- 
ule in 1916 was 10 per cent on the net estate; the rate schedule was increased 
to a maximum of 25 per cent in 1917. The imposition of a fairly heavy 
federal tax on estates, in addition to existing state inheritance taxes, imposed 
new and relatively severe burdens upon transfer of property at death. Dur- 

13 At a more detailed level it is evident in experience that incidence may be determined 
by purely legal factors. Suppose that the incidence is upon the successors — that the es- 
tate would have been larger had there been no fax. Suppose further that the tax is an 
estate tax, paid from the estate before distribution. Generally speaking, state inheritance 
laws require that designated amounts willed to designated heirs remain intact without 
tax deduction. The residual heir(s) then bears the incidence, while those granted desig- 
nated amounts bear none. Laws of the states vary in this regard; although most follow 
the pattern described above, some make special provision for pro-rating the tax or 
especially favor close lineal heirs (who are generally residual heirs). 

Previous federal experience was confined to taxes on inheritances. A stamp tax on 
legacies at 2/10 of 1% was levied between 1797 and 1802; a very moderate inheritance 
tax producing only VA million dollars per year was employed between 1862 and 1870; 
and the tax of 1898-1902 was levied at a maximum rate of 214% on the inheritances 
of direct heirs. 
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ing the war this duplication was not regarded as onerous, but with the end 
of the war fundamental decision was required upon the problem of duplica- 
tion of death taxes. Slate tax rates were low; in fact there was a good deal 
of competition among states to establish death tax advantage for their resi- 
dents. Competition for wealthy residents was keen, on the principle that low 
death taxes would encourage eslabli-shmcnt of residence, and annual property 
tax and other revenues would be thereby increased.'" 

Subsequent to the war Secretary Mellon actively urged repeal of the war- 
time federal estate tax, and return of this revenue source to the states. The 
states strongly supported this solution of the problem. However, the legisla- 
tion of 1924, far from eliminating the federal tax, increased its rates to a 
maximum of 40 per cent. At the same time, estates subject to federal tax 
were allowed a credit for state death taxes paid, up to 25 per cent of the 
federal tax. In 1926 this credit was increased to 80 per cent of the federal tax. 
The problem of double federal and state burdens was solved, since no state 
then taxed to the extent of the 80 per cent federal credit. 

The intent of the federal credit provision went well beyond the desire to 
eliminate the double burden, however. It was frankly designed to bring the 
slates into line in death tax practice. It represented a conscious federal at- 
tempt to establish the death lax as a uniform nation-wide liscal instrument 
and to pul an end to death tax competition among states."* It was extremely 
effective, for the credit provision made very dillicult state refusal to pass the 
necessary legislation to take for its own treasury revenue which would other- 
wise go to the federal govermnent. 

Forty-seven states now have some form of death tax.*'' While the simpler 
method of taking advantage of the federal credit would be for the states 
to adopt estate tax laws at rates 80 per cent of the 1926 federal rates, and 
with the same exemptions and graduation scale, very few have done so. In 
1952 only six states had such laws. However, the popular state method of 
adjusting to the federal credit has been to tack on to the inheritance tax an 
estate tax which absorbs the difference between the inheritance tax and the 
federal credit, Thirty-five states and the District of Columbia employ such 
additional estate taxes.^® The remaining states appear only more or less con- 
ns States with death taxes frequently countered with the claim that collection of death 
taxes made annual property and other taxes lower. 

18 Florida in 1924 adopted an amendment to its constitution prohibiting inheritance 
taxation in that state. With the adoption of the federal credit this state unsuccessfully 
challenged its constitutionality before the Supreme Court. Finally, in 1930, the Florida 
constitution was again amended to permit death taxation, but only to the extent and for 
the duration of the federal credit. 

It Nevada alone has no such tax. 

18 Tax Systems, 13th ed., 1952, pp. 284-293. 
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cerncd with taxing only to the extent of the federal credit and eliminating 
duplication of death taxes. 

By and large during the late twenties the states were quite content with 
this experiment in federal-state sharing of revenues. But in 1932, under pres- 
sure for increased revenue, the federal government superunposed an “Addi- 
tional Estate Tax” upon the 1926 Act. The new law greatly increased the 
rates on estates and provided no credit against the Additional Estate Tax for 
state taxes paid, though the SO per cent credit against the 1926 tax was (is) 
retained. During the debates on the 1932 law it was suggested that the old 
(1926) tax be repealed and a new, heavier, and more steeply progressive 
tax be installed, with a credit of 16% per cent against the new tax for state 
death taxes paid. This suggestion was not accepted, however, and. the Addi- 
tional Estate Tax was added to the 1926 estate tax. 

The present (1952) federal estate tax thus is a combination of two estate 
taxes. It is computed by adding the tax due under the 1926 law to that due 
under the Additional Estate Tax. The “net estate” forms the base of both 
taxes, and deducts from the gross estate expenses of its administration, other 
non-tax claims against it, and the specific exemption granted by the tax law.^" 
The specific exemption under the 1926 Act is $100,000 of gross estate; under 
the 1932 Act as last amended (1942) it is $60,000.“° Having computed the 
net estate, the Basic Tax (1926 Act) is determined at rates progressing from 
1 per cent on the first $50 thousand of net estate to 20 per cent on that part 
in excess of $10 million. A tentative Additional Estate Tax is then computed 
on the net estate base at rates progressing from 3 per cent on the first $5 
thousand to 77 per cent on that amount over $10 million. The tax so calcu- 
lated less the Basic Estate Tax gives the net Additional Estate Tax. And the 
total estate tax payable is the sum of the net Additional Estate Tax (after 
deduction for gift taxes paid) and the Basic Estate Tax remaining after de- 
duction for state death taxes and federal gift taxes paid. The computation 
would be far less complex were there either no credit for state taxes or a 
fixed credit for state taxes against a single federal tax. It is the peculiarity 
of applying the state tax credit only to the Basic Estate Tax (1926) which 
creates the major complication. 

The action of 1932 in leaving unchanged the participation of the states in 
death taxation while turning over the major share of such revenues from 

10 Additional deductions are; expenses required for support of dependents during 
settlement of the estate, losses arising during settlement, and items in the estate re- 
ceived by the decedent as bequest or gift within a period of five years prior to his death. 

®o Since the specific exemption under the majority of state inheritance taxes is $10,000 
for blood relatives, it is evident that many inheritances are subject to state tax while 
the estates from which they come are entirely free of federal taxation. 



434 


DEATH AND GIFT TAXES 


large estates to the federal Treasury has been described as a “tactical triumph 
of no small importance” on the part of the federal government.-^ This de- 
scription implies, justifiably, that the federal attitude toward sharing death 
tax revenues had changed between 1926 and 1932. To a degree it is less a 
change in attitude than a change in political atmosphere; it is quite po,ssiblc 
that the only alternative to the 80 per cent credit under the 1926 Act was 
outright repeal of the federal tax. 

The attitude of the states toward the 1932 shift is apparently one of ex- 
treme discomfort. This discomfort results because (1) the federal govern- 
ment is now in the controlling position with respect to disposition of a tax 
which was traditionally thought to belong to the states, and (2) the states 
are allowed only a small portion of death tax revenues currently being col- 
lected. What was described as generosity on the part of the federal govern- 
ment in 1926 has since 1932 been characterized as niggardliness. Though 
state death tax revenues did not decline as a result of the 1932 action, the 
position of the states changed from major to minor participation in revenues 
from large estates. Yet it is clear that the 1926 Act increased .state death tax 
rates and revenues. And it is highly likely that if the federal government were 
to be completely generous and retire from the death tax field the states would 
return to a considerable amount of undercutting one another’s death taxes 
to bid for wealthy residents.^- The consequence could very well be lower 
state death tax revenues than at present. From the point of view of revenue 
alone, the ideal situation for the states would be a heavy federal lax with 
a 100 per cent credit for state taxes paid. In view of the prospects of state 
finances and the relative unimportance of death tax revenues to the federal 
government, such a procedure deserves consideration. It would, however, 
nakedly reveal the indirect financial power which the federal government 
possesses over the states. 

hevenue productivity of death taxes 

Table 35 shows the relative importance over time of death taxes in the 
whole revenue picture of federal and stale governments. Variations in revenue 
from year to year result from variations in some or all of three factors. The 
first is a group of technical elements inherent in the tax laws themselves, such 
as rates of tax, specific exemptions, and the degree to which revenues are 
shared between governments. The rise in stale death tax revenues in 1931 (see 

21 Eugene Oakes, “The Federal Offset and the American Death Tax System,” Quarterly 
Journal of Economics, August, 1940, p. 573. This article is highly recommended for 
further reading on this subject. 

22 This tendency would probably be especially strong in view of the growth of state 
income taxation. 
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TABLE 37 DEATH AND GIFT TAX REVENUES AND PER CENT OF TOTAL 
TAX REVENUES FROM SUCH TAXES, FEDERAL AND STATE 
GOVERNMENTS, SELECTED YEARS, 1916-1951 23 


FEDERAL STATE 

Death and Gift Death and Gift 


YEAR 

Tax Revenues 
($ millions) 

% Total Federal 
Tax Revenues 

Tax Revenues 
($ millions) 

% Total State 
Tax Revenues 

1916 

— 

0.0 

29 

8.0 

1922 

139 

4.3 

66 

9.1 

1927 

100 

3.5 

106 

7.8 

1931 

48 

2.0 

183 

10.2 

1937 

316 

6.8 

115 

3.7 

1940 

360 

6.8 

113 

2.1 

1944 

510 

1.3 

114 

1.7 

1951 

730 

1.4 

195 

2.2 


Table 37) is due largely to heavier state taxes resulting from the federal ac- 
tion of 1 926, while the severe decline in federal revenue from this tax reflects 
small federal participation in these revenues under the 80 per cent credit. 
The second factor is the current level at which estates and inheritances are 
valued for tax purposes. Both federal and state death tax revenues were 
lower in 1931 than they would have been under conditions of higher property 
values. This factor does not stand out in the figures as distinct from the 
other two, but it is unquestionably constantly in operation. The third factor 
is the purely accidental one of the number of large estates subject to tax in 
a particular year. Other things equal, this is likely to be a more significant 
variable to individual states than to the federal government, because of 
broader federal coverage. The death of a very wealthy resident in a particular 
year may mean to a state the difference between budget surplus and deficit. 
On the other hand, the lower exemptions in typical state taxes provide a 
larger number of estates subject to tax per thousand deaths, and thus work 
toward stability in state death tax revenues. 

The facts displayed in Table 37 indicate clearly, however, tliat death and 
gift taxes are of relatively minor importance to both federal and state gov- 
ernments from the revenue point of view. Furthermore, it is unlikely that 
they could be made to occupy a significantly more important position. Some 
increase in rates is of course possible without severe hardship, particularly 
in the lower and middle brackets touched by the federal tax (he., on gross 
estates between $100,000 and $500,000). But the small number of such 

28 Federal figures from Annual Report of the Secretary of the Treasury, 1945, p. 484; 
1951, p. 723; state figures from various volumes of the Statistical Abstract of the United 
States, and Compendium . . . , 1951, p. 11. 

24 The relation of gift taxes to death taxes will be discussed in the following section. 
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estates would still mean relatively small revenues. It is probable that little 
lowering of federal exemptions or raising of state rates on smaller e.states 
and inheritances could be justified. Such a move would produce considerable 
additional revenue, but would subject to tax estates and inheritances typically 
essential to the security of dependent persons. Under recently low rates of 
return on relatively secure investments the estate of less than $50,000 possesses 
little ability to pay death taxes."" 

GIFT TAXES =« 

Federal and state taxes upon gifts are employed primarily to close an 
otherwise easily available opening for the avoidance of death taxes. Without 
such instruments it would be possible by transfers before death to accomplish 
substantially the equivalent of tax-free inheritance. If, therefore, there is 
theoretical and practical justification for death taxation there is approxi- 
mately identical justification for the taxation of gifts inter vivos. The princi- 
pal difficulty in use of the gift tax to supplement the death tax has been to 
define workably those gifts which are made “in contemplation of death,” 
and thus made for the purpose of death tax avoidiincc. 

The federal Act of 1924 assumed that gifts made within a year prior to 
death were made in contemplation of death, and a tax was imposed upon 
gifts made during that year.-’ In 1926 this gift tax was repealed and a two- 
year presumption of “contemplation” was substituted. This presumption was, 
however, declared unconstitutional in 1932. In that year the separate gift 
tax was installed, imposing gift taxes at progressive rates approximately 
three-fourths as high as those of the estate tax.-'* With changes in rates and 
exemptions in line with changes in the estate tax, this tax is currently in 
operation. A peculiar aspect of the gift lax is that although it is applied an- 
nually to gifts made in that year, it applies progressive rates on a basis com- 
parable to those of the estate tax which is paid only once on a given estate. 

A specific gift tax exemption is granted each donor for the period of his 

20 This would be typically true no matter where the incidence of the tax lie.s. If upon 
the decedent during his lifetime, accumulation of an estate of less than $.50,000 probably 
means rather severe skimping on expenditures in the representative case, because such 
estate-builders are not likely to be in the high income classes. If the incidence is upon 
the heir, likely as he is to be dependent upon the income (and capital) of his estate, 
there is likewise little taxpaying ability in Wliat is taken to be the representative case. 

26 A useful treatment of this subject is C. Lowell Harriss, Gift Taxation in the United 
States, Washington, American Council on Public Affairs, 1940. 

27 Cf. C. Lowell Harriss, Proceedings of the National Tax Association, 1938, p. 722 ff. 

28 Apparently the gift tax rates were made lower than the estate tax rates on the 
grounds that gift taxes are paid annually. Since they are regarded as prepayments of 
death taxes, the rate differential in favor of gifts represents discount for prepayment. 
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life. This exemption is comparable to — though somewhat lower than — the 
specific exemption under the estate tax.^” An additional exemption, peculiar 
to the gift tax and not applicable to the estate tax, is an annual one of $3000 
to each donee. Although gifts (if large enough to be subject to tax) are taxed 
annually, the rate of tax applicable in any year is found by reporting a 
cumulative total of all gifts made since 1932 and applying the rate appropriate 
to the bracket reached by that total. For example, suppose that gifts of $25 
thousand were made in 1952, and including 1952 the taxpayer had made a 
cumulative total of $450 thousand in net gifts since the act became effective 
in 1932. The rate of gift tax on the $25 thousand of gifts made in 1952 
would be 24 per cent, which is the rate on that part of the cumulative total 
of gifts between $250 thousand and $500 thousand. It is evident that some 
such cumulative plan is necessary in order to establish approximate indiffer- 
ence on the part of the donor as to whether he transfers his estate at death 
or over a period prior to death. 

Clearly the gift tax of 1932 and subsequent years completely avoids the 
problem of segregating those gifts for taxation which are made in contempla- 
tion of death. All gifts (above exempt minima) are taxable. This implies 
that the gift tax has come to be not only a tool to prevent avoidance of death 
taxes, but also a tax in its own right, based quite properly upon the principle 
of ability to pay. There is no fundamental difference between gifts inter vivos 
and bequests made at death. Nevertheless, the mechanics of gift taxation, the 
stated intent, and the relatively high exemption carry the implication that 
bolstering the estate (or inheritance) tax is the prime function of the gift 
tax. Those subject to gift tax are quite likely to be those who would other- 
wise make substantial gifts during life to avoid death taxation. 

Since the principal function of the gift tax is to provide support for the 
death tax, there is little significance to the relative revenue productivity of 
gift taxes. As a matter of fact the federal gift tax revenues have been far 
smaller than the estate tax revenues.**’ No attempt is made to uncover a com- 
parison of revenues of the two taxes among the states, as the comparison is 
of little importance. What is important is that without gift taxes, whatever 
their revenue productivity, revenues from death taxes would be lower than 

20 111 1952 the c.slate tax specific exemption was $60 thousand, while the aggregate 
gift tax exemption was $30 thousand. Prior to 1942 both exemptions were $40 thousand. 

**o In 1952 only twelve states employed gift taxes. All of these employed the inher- 
itance tax, with an additional estate tax to absorb the federal credit (Tax Systems, 
Chicago, Commerce Clearing House, 1952, pp. 284-92.) 

**i In 1951 federal gift tax reveniie.s were approximately 14 per cent of e.state tax 
revenues. No consistent relationship, however, appears evident over a period of years. 
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they are. Thus, the major revenue productivity of the gift tax is to be found 
merged in the death lax revenues.^^ 

INTEGRATION OF DEATH AND GIFT TAXES 

We have seen that the primary purpose of the gift tax is to complement 
the estate tax, by subjecting gifts inter vivos to taxes similar to those on prop- 
erty transferred at death. It would appear eminently reasonable, therefore, to 
consider both gifts and bequests as similar manifestations of a single process 
— ^the transfer of wealth from one person to another. From this point of view 
there are two inconsistencies in the modern application of these tax measures. 
The first inconsistency lies in the separate — and different — specific exemp- 
tions. The federal estate tax allows specific exemption from taxation of the 
first $60 thousand of the estate. The gift tax allows a lifetime exemption 
of $30 thousand plus an annual exemption of $3000 per donee. Consistency 
would seem to require amalgamation of these into a single exemption. Pos- 
sibly the proper solution is a single, over-all exemption of $60 thousand for 
both estates and gifts. The additional gift tax exemption of a given amount 
per donee per year can hardly be justified on any grounds. Conceivably it 
encourages the breaking-up of large estates into widely dispersed gifts, which 
accomplishes a certain redistribution of wealth. But for smaller accumulations 
it is also conceivable that the urge to avoid taxes may result in too great dis- 
persion for the benefit of dependents. On the whole, however, if the addi- 
tional exemption per donee is logical under the gift tax it is equally logical 
under the estate tax. The simplest and most reasonable reform would seem 
to be the establishment of one general exemption to be applied to gifts and/or 
estates, as the donor chooses. The particular merit of such combination would 
be to integrate more closely the two complementary taxes. 

The second inconsistency in modem practice is to be found in the separate 
application of progressive rate schedules to gifts and estate. If the two taxes 
are really one, the logical treatment would be to add inter vivos gifts to the 
estate transferred at death, and apply a single progressive schedule to this total. 
Gifts are now cumulated over the life of the donor. Administratively it would 
be simple indeed to treat the estate as the final item in a scries of transfers.^“ 

82 Why, then, do so few states have gift taxes? The explanation is to be found In the 
fact that in the brackets where death tax rates are high and the propensity to avoid is 
great, the federal gift tax is eilective. Thus, the federal gift tax serves to discourage 
evasion, by the gift route. On the other hand, inter vivos gifts arc given some advantage 
over transfers at death in the absence of state gift taxes. 

88 A practical difficulty would arise because the heirs at death would frequently be 
left but a small amount of the specific exemption, and the estate at death would fre- 
quently be subject to higher rates than would inter vivos gifts. This result would occur 
because gifts take place prior to transfer of the estate at death. Yet the theory of death 
taxes points to preference for direct heirs, who in the majority of instances are the 
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Roughly speaking, at the present time, the wise possessor of a considerable 
estate would distribute approximately half by gift and half at death. In so 
doing he would be subject to the lowest total tax on the transfer of his wealth. 
Such separation does the same violence to the theory of progressive taxation 
as applied to death and gift taxes as do separate returns on a single family 
income under the personal income tax. It is indeed curious that two taxes 
which are really one and are generally so regarded should be treated as quite 
distinct taxes with respect to the application of rate schedules and exemp- 
tions. Present gift and estate tax practice may in many respects be con- 
sidered comparable to the payment by a single individual of separate income 
taxes with separate exemptions and separate progressive rate schedules on 
income as wages, income as interest, income as rents and royalties, income 
as profits, and capital gains. 

THE PROBLEM OF SITUS IN STATE DEATH TAXATION 

Much hardship and confusion has resulted from the lack of uniformity 
in state taxation of inheritances and estates. The situs of property for inher- 
itance tax purposes has been so variously defined by state laws as to create 
much duplication of taxation of the same property items. It seems to have 
been reasonably well established that the situs of real estate for tax purposes 
is its location. It is, however, movable property — particularly intangible prop- 
erty — ^which has caused the greatest difficulty with respect to multiple tax- 
ation. Suppose the decedent to have been a resident of State A. State A 
would probably impose its death tax upon all intangibles transferred at death, 
on the principle that “movables follow the owner” and have their taxable 
situs in the state of his residence. But suppose his estate includes securities 
of a corporation incorporated in State B and owning property in State C. 
Under some state laws both B and C would be entitled to death tax. Under 
the laws of some states, State D would file death tax claims against bonds 
held in safe keeping in that state, even though the decedent was non-resident 
and the corporation a foreign one. 

Such multiplication of inheritance taxation of the same property does, of 
course, increase unnecessarily the burden of death taxation. On the whole, 
it is probably true that the multiple tax is less expensive and annoying than 
the cost and delay in clearing the estate of tax liability before the shares 
can be distributed. Though taxes may not actually be multiplied, the adminis- 
trator of the estate must obtain waivers of possible tax claims from several 
states before the estate may be divided. Litigation to avoid multiple taxation 
is likewise expensive and time-consuming. 

It is probably too much to hope that uniform state laws can ever be es- 
tablished. It is, however, possible that the practice of reciprocity will accom- 
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plish essentially the same result. The dilliculty arises principally from taxation 
of the intangibles of non-residents. Under a reciprocity law Stale A docs not 
tax the transfer of intangible properly of decedent residents of State B if State 
B affords the same immunity to residents of State A. The reciprocity move- 
ment began after a few forward-looking stales had repealed inlieritancc taxa- 
tion of intangibles of non-residents only to find that other .states refused to 
fall in line. In self-defense, therefore, they returned to their former systems.'*! 
A reciprocity law can be enacted, but it docs not become elTcctive with re- 
spect to another state until the latter state reciprocates. In 1939 approximately 
thirty states participated in the type of death tax reciprocity described here.''*'’’ 
It is quite likely that the reciprocity movement can expand but little further. 
The reason is that the less populous and less wealthy states frequently derive 
more revenue from the estates of non-residents thaji from those of residents.-'*'* 
Even if reciprocity were complete the determination of domicile of the 
decedent might present some problems. Such difficulties sometimes arise in 
the cases of persons of means who wish domicile in one slate for lax reasons 
and residence in another for business or personal reasons.*”' Adjudication of 
such problems involves purely legal processes, and is outside the scope of 
the present study. Death tax theory is bedeviled by the fact, however, that a 
person may maintain the legal fiction of domicile in one state while actually 
residing in another. The state of legal domicile lays claim to death taxes, 
while the state of residence frequently possesses no such claim. 


34 New York and Massachusetts repealed the lax on intangible, s of non-re,sident.s in 
1911 and 1912, respectively. In 1919 and 1920, respectively, the.se taxes were restored. 
(F. S. Edmonds, "Progress in Reciprocity in State Inheritance Taxation," Proceedinss, 
National Tax Association, 1925, p. 247). 

33 F. S. Edmonds, Proceedings, National Tax Association, 1939, p. 406. 

80 "During the past year our committee has conferred with many state tax commis- 
sions, and has suggested that they join us in this reciprocity movement. In some cases, 
we have heard from states whose Tax Commission says, T would be glad to recommend 
reciprocity, but it happens that our state is the home state of a large corporation, most 
of whose stock is held by non-residents, and we get a very large income from the,se 
non-residents and it is very hard for us to give up that income. We do not know what we 
would do if we were obliged to give up that income.’ And then there is quoted to us the 
slock example of the State of Utah which is the homo state of the Union Pacific Rail- 
road, and which received $780,000 by the death of Mr. E. H. Harriroan, the great rail- 
road builder, which sum was used to build the Stale Capitol » Visitors to this state arc 
told, 'We built this Capitol from a non-resident’s estate.’ ” (“Report of Committee of 
the National Tax Association on Reciprocity in Inheritance Taxation,” Proceedings, 
National Tax Association, 1927, p, 414.) 

for instance, the Dorrance ease (New Jersey and Pennsylvania), the Trow- 
bridge case (New York and Connecticut), the Hunt case (California and Massachusetts), 
and the Green case (Texas, Florida, New York, and Massachusetts). Discussion of the 
issues in these cases may be found in Proceedings, National Tax Association, 1939, pp. 
423-32. 
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COMPENSATORY USE OF DEATH TAXES 

Death and gift taxes offer practically no counter-cyclical, compensatory, 
or functional possibilities. They touch at any one time an extremely small 
segment of the economy and thus cannot conceivably exercise noticeable 
leverage over the levels of consumption or investment. They are not amen- 
able to timely use, for they are not continuing taxes but are applied only 
once. Raising or lowering of rates or exemptions through the business cycle 
could have essentially no effect upon the long-period saving or spending of 
estate-builders. And although raising rates to discourage lavish spending by 
the inheritors of windfall legacies might be desired at the moment, such ac- 
tions would effectively reduce for all time the inheritances of those whose 
increased spending in some few months might be very desirable. Finally, the 
time elapsing between death and the final distribution of estates further negates 
compensatory objectives. 

The death and gift taxes are highly desirable as revenue instruments. They 
produce some vital revenue according to genuine ability to pay. In addition, 
however, they perform a long-run economic service in their pressure toward 
redistribution of large concentrations of wealth. In so doing they assist — at 
least mildly — in the creation of a high-consumption economy. It is clearly 
desirable that these taxes be retained and improved, though they can hardly 
take a place among compensatory fiscal instruments. 

RECOMMENDED READINGS 

Oakes, E. E., “The Federal Offset and the American Death Tax System,” 
Quarterly Journal of Economics, August, 1940, p. 566 ff. 

Very informative paper on the history and implications of this significant 
example of federal-state fiscal relations. 

Hall, J. K., “The Incidence of Death Duties,” American Economic Review, 
March, 1940, p. 46 ff. 

A useful study, particularly as a summary of theories of death tax incidence. 
Somewhat ovcr-categorical in some of its conclusions. 

Harriss, C. L., Gift Taxation in the United States, Washington, American Coun- 
cil on Public Affairs, 1940. 

The following chapters are particularly recommended: 1 (“Why Gift Taxes”), 

2 (“Gifts in Contemplation of Death”), 4 (“Structure of the Federal Gift 
Tax”), 8 (“State Taxation of Gifts”), 11 (“Proposals for Change”). 
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NATURE OF BUSINESS TAXES 

Taxes are frequently not what they seem. By no means all of the taxes 
imposed upon businesses or business transactions are technically “business 
taxes.” We have seen, for example, that between 1913 and 1936 the federal 
corporate income tax was not regarded as a special business tax, but merely 
an agency for collection at the source of the personal income tax upon that 
part of personal incomes derived from corporate profits. And sales taxes are 
levied upon business with the intention that they be shifted to buyers of 
products. The states frequently employ “in lieu” taxes, i.e., taxes which may be 
imposed upon business institutions, but in lieu of certain types of property 
taxes. For example, some state severance taxes arc imposed iqwn business 
exploitation of forest or mineral resources, but for purposes of collecting 
delayed property taxes.''- At least one slate imposes a tax upon the income 
from investments of insurance companies; this tax is, however, not regarded 
as a tax upon business as such, but rather as a tax on intangible property 
measured by the income from intangibles. We arc concerned in this chapter 
not with all taxes applied to business establishments, but with those intended 
to be paid by business as such, either for the privilege of doing business or 
because of presumed distinct capacity of a business establishment to con- 
tribute to government. A brief survey of business tax proposals will help to 
clarify this concept. 

THE NATIONAL TAX ASSOCIATION’S "MODEL TAX SYSTEMS.” “ 
The “Model Tax Systems” proposed by the National Tax Association have 
recommended three types of taxes upon which ideally state and local tax 
systems should be founded. The three types arc: a tax on tangible property, 
a tax on personal incomes, and a tax on “business carried on for profit,” It 
is implied that each of these major taxes possesses its own separate justi- 
fication. Although the special justification of the third is stated to be “for 

IC/. Chapter 15. 

2 “Preliminary Report of the Committee Appointed to Prepare a Plan of a Model 
System of State and Local Taxation,” 1918, Proceedings, National Tax Association, 
1919, p. 426 ff., and “Second Report of the Committee on a Model System of State and 
Local Taxation,” 1933, Proceedings, National Tax Association, 1933. 
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the benefits it receives,” the special nature of this justification is so hedged 
as to suggest serious qualification. The Committee says: ® 

If the owners of the business are residents of the state, this principle may not 
be appealed to, since the ordinary methods of taxation may be considered to pro- 
vide for such a case. If a considerable amount of real estate and other personal 
property is employed in a business conducted for the account of non-residents, 
again no appeal may be made to this principle, since here too the ordinary 
methods of taxation may be considered adequate. But if the owners are non- 
residents, and the business, though very profitable, employs little or no property 
subject to taxation in the locality, the states, to an increasing degree, demand that 
some method shall be devised for reaching such business enterprises. 

Let us see what this means with respect to theoretical grounds for imposition 
of a special business tax. The general grounds for justifying it are “the bene- 
fits it (business) receives.” But according to the statement above, no pay- 
ment need be made for these business benefits if (1) the owners are resi- 
dents of the state or (2) the business owns a considerable amount of tangible 
property in the state. This is regarded as acceptable because the income tax is 
justified by the Committee as payment for “personal benefits that govern- 
ment confers” and the property tax pays for “protection and other govern- 
mental benefits and services.” We are forced to the conclusion that business 
benefits are not distinct from personal and property benefits, else the ex- 
ceptions to application of the business tax would not have been stated. If 
the benefits to business are not distinct, upon what grounds can State A 
justify special taxation of those businesses owned by non-residents or own- 
ing tangible property outside the state? It appears that the Committee’s rec- 
ommendation is to impose unusual tax burdens upon interstate busmess; 
the state in which the owners have domicile will receive income taxes from 
them, the state(s) in which the business holds property will receive property 
taxes, while the states in which the concern does business (provided owners 
do not live there or the business owns little or no property there) will collect 
business taxes. This appears to carry a curious notion of benefit, for it im- 
plies that business receives special governmental benefits only when carried 
on by non-resident owners with non-resident property. However, our prin- 
cipal interest at this point is in describing the nature of a “business tax.” 
Curious as its notion of benefit is in this case, the Committee’s analysis serves 
to characterize the business tax as a tax imposed independently of other types 
of taxes and justified on grounds separate from those which recommend 
other tax measures. 

^Proceedings, 1919, p. 430. The same statement appears in the revised report, Pro- 
ceedings, 1933, p. 361. 

^ Ibid. 



444 


BUSINESS TAXES 


MORE RECENT THEORIES OF THE BUSINESS TAX, The large crop 
of miscellaneous business taxes imposed by both federal and state govern- 
ments has grown up far more as the result of the desire for revenue than of 
the development of an acceptable theoretical justilication. Nevertheless there 
are modern theoretical advocates. Another committee of the National Tax 
Association justifies business taxes on corporations on grounds of “(1) the 
special benefits enjoyed by corporations through the peculiar legal privileges 
granted them to exist and to conduct business in the corporate form and (2) 
the benefits enjoyed by corporations in common with other forms of owner- 
ship organization by virtue of numerous governmental activities contributing 
to the establishment and maintenance of a favorable environment in which 
to carry on business activity.” ^ And a more elaborate recent statement of the 
theory of business taxation “ justifies business taxes separate from those on 
properly, personal income, and consumption on “one or the other” of these 
eight grounds: (1) special privileges (licenses, franchises, or charters) con- 
ferred by the state on certain types of business, (2) special services (in- 
spection of dangerous equipment, special protection) rendered to certain 
businesses, (3) general services (protection of property, enforcement of 
contracts, public education, public improvements, etc.) rendered to all busi- 
ness, (4) social costs or losses (destruction of national re.sourccs, pollution, 
over-crowding, industrial accidents, technological unemployment, etc.) re- 
sulting from certain business operations, (5) impersonal taxpaying capacity 
of business, (6) general welfare (a means by which to tax the general public 
through the price system), (7) social expediency (revenue productivity, 
ease of administration, popular acquiescence), and (8) exercise of desired 
social controls (discouragement of imports, chain stores, excessive profits). 
Here the whole gamut of tax justifications appears: benefit, cost, ability, 
revenue productivity, and control. It is profitable to examine each separately 
as a justification for special business taxation. 

The benefit principle is presumed to justify special business taxation on 
grounds that the state confers both special benefits upon certain businesses 
and general benefits upon the business community as a whole. Among the 
special benefits are: the privilege of conducting business under the corporate 
form; the privilege granted to public utilities to operate on the public domain 
(on, over, and under city streets); the privilege of conducting special types 
of business in which the public possesses a special concern for the quality 

B “Final Report of the Committee of the National Tax Association on Federal Taxa- 
tion of Corporations,” Proceedings, National Tax Association, 1939, p. 537. 

8 Paul Studenski, "Toward a Theory of Business Taxation,” Journal of Political 
Economy, October, 1940, p. 621 ff. 
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of performance; and special protection of various sorts. It is easily granted 
that such benefits do exist. But it is quite another matter to justify general 
business taxes upon such grounds. The administrative revenues represent, as 
a class, the payment of special fees for the receipt of special governmental 
benefits. Government is, tlierefore, “working both sides of the street” in 
imposing additional business taxes on grounds of special benefit. The privilege 
of incorporation is open to all under modem statutes; the administrative cost 
of issuing the charter is supposedly covered by the fee. In the case of public 
utilities, the franchise to operate on the public domain as a monopoly is fre- 
quently paid for, but the real quid pro quo is public regulation of rates and 
practices to secure for the society a desired service of good quality at reason- 
able rates. What special benefit remains to justify the imposition of a busi- 
ness tax? In those business fields where the public interest requires regula- 
tion of certain phases of operation, such as the inspection of elevators, and 
control of the conditions under which milk, meat, drugs, medicines, and simi- 
lar items are produced and distributed, the costs of inspection and adminis- 
tration arc generally met by special license fees. The benefits of such inspec- 
tion and regulation do not accrue to the business, but to the consuming 
public; it is difficult to justify taxation of the business on benefit grounds. 
Where special protection of property is needed, there is a growing tendency 
to provide such protection privately. Businesses frequently provide their own 
watchmen, police, and fire inspectors, build with fireproof materials, construct 
fences or walls, and provide facilities for safekeeping of valuables. When 
special protection is furnished by government, this is quite generally done 
at a price. Under such circumstances the justification of general business 
taxation on grounds of special protection is largely unreal. 

The general benefits presumed to justify special taxation of business present 
somewhat similar problems of allocation. These general benefits are; pro- 
tection of life and property, prevention of torts, enforcement of contracts, 
public improvements, public education, and all of those conditions of a favor- 
able business climate which are encouraged by the performance of general 
governmental functions. The translation of such general benefit into specific 
tax bills implies an ability to allocate such benefits which does not exist. 
Clearly business does benefit from the maintenance of an orderly society. 
But business is merely an aspect of that society; society itself benefits from 
an orderly society. Indeed the benefit principle of taxation appears to foster 
the popular inversion of the facts by assuming that society exists for business 
and social stability is desired for purposes of business stability. In general 
terms, a desirable business climate is but a part of a desirable social climate 
— a productive economy is essential to a productive society. This being the 
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case we recognize protection of life and property, public education, and public 
improvements to be means to social objectives, with which economic ob- 
jectives are merged. The attempt to allocate general benclils to individual 
businesses is thus both futile and unreal. The allocation of tax obligations 
must logically conform to the ability principle. 

But does the ability principle support a separate category of taxes on 
business? In other words, do business enterprises possess taxpaying ability 
distinct from the abilities of those who derive income from business? The 
preponderance of expert opinion appears to answer this tpiestion in the 
negative, though there are staunch supporters of the belief that “business 
enterprises are producing organizations having a personality of their own,” 
and thus have separate taxpaying capacity from that of the individuals who 
compose them. What is required here is a re-examination of the ability prin- 
ciple. Ability to pay is ability to give up; the less the sacrifice involved in 
transferring a dollar to government the greater that taxpayer’s ability. It has 
no relevance for a business as such, but only for those who derive income 
from the business. Professor Studenski, a strong supporter of the belief that 
business does possess separate ability, appears to qualify his po.sition when 
he says: “This ability, except in personally conducted businesses, is distinct 
from the personal abilities of the owners to pay taxes from their incomes.” ** 
The implication is that in personally conducted businesses the ability of the 
business and of the owner are identical. But docs the corporate form or the 
separation of the functions of ownership and management create a new and 
distinct ability? If so, at what point does this distinct ability appear as we 
pass from the personally conducted to the impersonally conducted business? 
It would seem quite obvious that the business organization is but an instru- 
ment for the production of personal income, and that the form of business 
organization and the techniques of business operation do not alter that basic 
fact. We recall again our basic principle that taxes are paid from the stream 
of personal incomes. Taxes collected on incomes prior to their distribution 
to individuals reduce realized individual incomes by the amount of those 
taxes. Thus the tax burden is upon individuals, and in most cases is badly 
allocated among them because it is levied before distribution and therefore 
typically bears little relation to individual ability. 

We may dismiss rather quickly the need for revenue and the desire to 
exercise control as justifications for business taxation. The need for revenue 
is a perfectly respectable need, provided it is sufficiently subordinated to 
the need for elementary justice and the objective of a high level of business 

’’Studenski, op. cit., p. 632. 

® Op. cit., p. 633. Italics added. 
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activity. These primary objectives call for distribution of the revenue burden 
on the bases of ability and (when pertinent or possible) benefit. But a tax 
which does not qualify under the principles of ability or benefit can hardly 
qualify as an acceptable producer of revenue. The control function may be 
perfectly wcU accomplished through special types of business taxation. It 
cannot, however, justify general taxation of business per se, and therefore 
is hardly pertinent to the matter in hand. 

The elaborate case for business taxation as a major pillar of the fiscal 
system is a shoddy one at best. Separately considered, the particular theories 
supporting such taxes are found to be either unacceptable or acceptable only 
when applied m limited and special situations. But to argue that there are 
many such special situations and that therefore general business taxation is 
justified on “one or the other” of several grounds is obviously an invitation 
to blind pursuit of revenue at any cost. It is comparable with an argument 
that with so many laws it is inevitable that each person must have broken 
at least one, and that therefore everyone should periodically serve a jail 
sentence.® 

TYPES OF STATE BUSINESS TAXES 

As stated at the beginning of this chapter, it is frequently difficult to de- 
termine which taxes in a slate system are intended as business taxes. Many 
slates still utilize the property tax as a major contributor to revenues, and in 
its administration it is frequently desirable to impose property taxes on busi- 
nesses measured by gross or net income. These are not intended as business 
taxes, but as property taxes. On the other hand, the recent rise in importance 
of consumption taxes frequently presents a problem in determining whether 
a tax upon gross receipts finds its justification m the theory of consumption 
or of business taxation. And finally, among those states employing the per- 
sonal income tax as a major fiscal measure, several utilize corporate income 
taxes as adjuncts to personal income taxes. We are interested here in those 
taxes upon business which are given separate existence from property, in- 
come, and consumption taxes, and find their theoretical rationale in the argu- 
ments of special benefit or special ability discussed earlier in this chapter. 

Attempts at uniform taxation of business enterprises early meet the basic 
difficulty that business itself is so heterogeneous as to offer few if any simple 
and uniform tax bases. And sooner or later in the process of constructing an 

0 The frail theoretical rationale by which general business taxes are “justified” falls 
apart completely when the incidence of particular business taxes is considered. This 
matter will be pursued later in the chapter, following description of major types of 
existing business taxes. 
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acceptable business tax system it becomes necessary to grapple with the 
basic question whether the tax is in fact based upon benefit or upon ability. 
The principal types of business taxes are those based upon net or gross 
income and those based upon the amount of capital employed. 

BUSINESS TAXES ON NET INCOME. Were it not for two dilTiculties— 
one theoretical and one practical — it is highly probable that a general prefer- 
ence would exist for business taxes based on net income. The theoretical 
difficulty is found in the presumption that by and large the general benefit 
principle is material to business taxation. The benefits of a favorable business 
climate are extended to unprofitable as well as profitable concerns, while 
under a net income tax only the profitable concern pays for these benefits. 
Here is a clear conflict between the principle of benefit and the principle of 
ability. The practical difficulty in a general business net income tax lies in 
the lack of uniformity among business accounting systems. Quite obviously 
if the base of the tax is to be net income it is important that all taxpayers 
compute net income by the same method. Yet the reader may look at the 
multiplicity of types of business establishments in his own community to 
observe the difficulties involved in imposing uniform and accurate accounting 
systems upon all businesses. In retail trade and service establishments such 
a procedure is hardly imaginable. For this reason, those states which employ 
business net income taxes generally apply them only to incorporated busi- 
nesses. The accounting systems of corporations are in general far superior to 
those of the average of unincorporated firms, particularly in view of the 
standardization of corporate accounting methods made necessary by the long- 
standing federal corporate income tax. State corporate net income taxes uni- 
formly employ flat rates. In some cases a minimum annual tax of a flat 
amount is assessed, to pay for benefi^ts conferred, while a net income tax is 
paid when its amount exceeds the minimum tax. Here is the curious impli- 
cation that the business pays its tax on the basis of either "ability” or “benefit,” 
whichever is the greater. 

“BUSINESS” TAXES ON GROSS INCOME.^^ Taxes levied upon the 
gross income of a business are actually sales taxes. The amount of the tax 
is measured by the volume of sales, its imposition adds directly to variable 
costs of production or distribution, and its incidence is identical with that 
of a tax on sales. Failure to recognize this fact has led many state govern- 
ments to assume that because the tax is imposed upon businesses as such, 
and because it is called a “business tax,” it is therefore essentially similar to 
a tax upon the net income of a business. 

10 We lump together taxes based on “gross income," “gross receipts,” and “gross earn- 
ings,” which, although they are not precisely the same, are generally similar in nature. 
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“Business” taxes on gross income have generally been applied to unin- 
corporated businesses and to public utility concerns. There are two reasons 
why gross mcome “business” taxes have been widely applied to unincor- 
porated businesses. The first is that the business benefits provided by govern- 
ment are made available irrespective of the amount of net income earned by 
the firm, and that even unprofitable firms should bear their share of the cost. 
The second reason is that if net income were used as the base of the tax it 
would be necessary to insist upon uniformity in accounting systems, so that 
net income would be determined by the same process in all of these miscel- 
laneous unincorporated firms. Since imposition of uniformity in accounting 
systems upon small, miscellaneous firms is impracticable, the gross income 
base has been adopted. Uniformity in the method of calculating net income 
does exist among corporations, since the federal corporation income tax has 
long required it. But a shift in tax bases from net to gross income, for what- 
ever reason, involves basic change in the type of tax. The business net in- 
come tax on business is paid from the net income of the business, while a 
“business” gross income tax is a tax primarily upon consumers, and is not a 
business tax at all.^" 

CAPITAL STOCK TAXES. Nearly every state imposes some sort of tax 
on the capital stock or net worth of general corporations. It is difficult, how- 
ever, to determine to what extent legislators have used these taxes as busi- 
ness taxes. In many instances they are producers of small revenue and they 
are undoubtedly used in many cases as a substitute for property taxes on cor- 
porations. But in several states this “corporation franchise tax” is a busi- 
ness tax, resting upon the justification of special benefit conferred on busi- 
nesses operating under the corporate form of organization. If possible, this 
type of tax ignores “ability” even more completely than does the gross in- 
come tax, for the ratio of net income to capital will vary even more widely 
than does the ratio of net to gross income.^® 

TAXATION OF SPECIAL TYPES OF BUSINESS. We have already noted 
widespread use of the gross income business tax upon public utility enter- 
ic A further reason why the net income tax may not be practicable for unincorporated 
businesses is that, being closely held, it is possible to avoid the appearance of high net 
income by payment of high salary to the owner. 

12 Business gross income taxes are generally applied by states to public utilities and 
railroads. This is done partly to avoid the use of net income, which is the principal 
datum in rate regulation, frequently because the tax is intended as a tax on consumers, 
and generally because gross income represents a base which is more easily proportioned 
to the intrastate operations of an interstate business than is net income, But whatever 
the reason, the tax is a tax on sales and is not a “business tax.” 

IS This is particularly true when the franchise tax uses as its base the par or paid-in 
value of capital stock. When the base Is met worth, it is only slightly less true. 
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prises. This is due to the special nature of these enterprises. But there are 
other business areas in which special types of business taxes have been im- 
posed. Notable among them are banks and insurance companies. The peculi- 
arities of bank taxation by the states have been due primarily to federal legis- 
lation limiting the types of taxes which the states could impose upon national 
banks.^'t We shall not consider the intricacies of the legal limitations upon 
state taxation of national banks. But in general, the problem of state taxa- 
tion of banks has been to steer a course between the desire to equalize tax 
burdens among various types of business on the one hand, and the tax limita- 
tions imposed upon the states by the National Banking Act on the other.i“ 

The taxation of insurance companies raises special problems, not because 
of federal restrictions but because of the necessity for selection of special 
tax bases to provide business tax burdens comparable with those on other 
businesses.^” The calculation of net income is difficult, in view of the un- 
certainty of the volume of reserves required. Furthermore, the computation 
of net income for tax purposes in mutual companies is well-nigh impossible. 
The absence of capital stock in mutual companies rules out a popular base 
for the business franchise tax. The type of insurance business tax most popu- 
lar is that on net premiums, variously defined among the various states, by 
which is meant gross premium receipts less some or all of returned premiums, 
cancellations, dividends, and premiums on reinsurance. The typical base is 
thus similar to gross income, though qualified to take account of practices 
peculiar to the insurance business. 

PRODUCTIVITY OF STATE BUSINESS TAXES. Little precise infoma- 
tion can be given concerning the revenue productivity of state business taxes. 
This is due partly to the difficulties involved in acquiring comparable data 
from the various states, but is to a more important degree due to the difficulty 
of distinguishing in the statistics true business taxes from other types. It is 
quite evident, however, that the business taxes contribute but a meager pro- 
portion of state revenues, even if we exclude federal grants from the total of 
revenues. The Federation of Tax Administrators reported that in 1939 the 
state corporation income taxes produced 3.5 per cent of tax and license rev- 
enues of the states.^ A part of this should be credited to source-collections 
of personal income taxes, while small lump sum tax collections from unin- 

WPor detailed discussion of bank taxation, .see Ronald B. Welch, State and Local 
Taxation of_ Banks in the United States, 1934, Special Report to the (New York State) 
Tax Commission. No. 7. 

Specifically, Section 5219, Revised Statutes, 

loSee Report of Connecticut Temporary Commission, 1934, Chapter 13, for a good 
analytical treatment of insurance company taxation. 

Research Report No. 16, Recent Trends in State Revenues, Chicago (no date), p. 6. 
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corporated businesses should probably be added to arrive at a total of busi- 
ness tax revenues. In 1942 this figure had risen to 7 per cent of total tax 
and license revenues, principally because of the great increase in war pro- 
duction. The states draw more revenue from fees and license charges upon 
business than from general or special business taxes. 

FEDERAL BUSINESS TAXES 

It is quite generally presumed that the field of business taxation represents 
a revenue preserve of the state and local governments. This presumption 
grows out of the benefit principle of business taxation — ^the benefits, both 
general and specific, conferred upon business are presumed to flow prin- 
cipally from state and local governments. In the light of recently developed 
interest in economic affairs by the federal government it is doubtful that the 
creation of an economic climate can any longer be attributed principally to 
state and local government. And the period (since 1930) during which the 
federal government established itself as a primary influence in economic and 
business affairs has seen rapid expansion of federal business taxation. This 
development is partly accidental and partly inevitable. The accidental aspects 
relate almost wholly to the war and the excess profits tax. The inevitable 
aspects relate to the corporation income tax; the inevitability is, however, ac- 
counted for by revenue needs rather than by any rationale with respect to 
federal benefits conferred upon business. These two taxes — corporation in- 
come and excess profits — represent the business tax measures employed by 
the federal government.^® 

THE FEDERAL CORPORATION INCOME TAX. We have seen in Chap- 
ter 16 how the corporation income tax was employed in 1913 sunply as an 
instrument for collection of the personal income tax on dividends at the 
source. Although beginning with the First World War the two taxes followed 
somewhat divergent courses, resulting in heavier burdens upon dividend in- 
comes than upon other incomes, the separation was not complete until the 
Act of 1936. By this Act, it will be recalled, not only was the corporate sur- 
tax of the previous year continued, but dividends in the hands of individuals 
became subject to personal normal and surtaxes after having paid corporate 
normal and surtaxes as corporate net income. It can hardly be said that this 
fission of the income tax system which created a full-fledged federal business 
tax was the product of rational analysis. It was a purely opportunist action, 
motivated by the desire for revenue. 

This ignores the federal Capital Stock Tax and Declared Value Excess Profits Tax, 
employed from 1933 to 1945. Both were troublesome, unpopular, and unproductive 
taxes, adopted in lieu of an increase in corporation income taxes. 
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The corporation income tax applies essentially the same computations em- 
ployed by the personal income tax. From gross receipts (or sales) of the 
corporation are deducted the costs of production, tuxes, uncompensated 
losses, contributions, and interest on tax-free government securities, and 
85 per cent of dividends received from other taxed corporations. A special 
allowance for amortization of plant and equipment purcliased for military 
production is provided in the 1951 Act. This permits deduction of 20 per 
cent of the cost of such equipment per year for a period of five years from 
gross income in arriving at net income. Net capital gain is included as in- 
come and taxed at the rates applicable to ordinary net income, though if 
there is an excess of net long-term capital gain over net short-term capital 
loss the alternative method of taxing this excess at a flat 26 per cent rate is 
available if a smaller tax will thereby result. There can be no net capital 
loss deductible in any year from other income, though an excess of capital 
losses may be carried forward for a period of five years and deducted from 
capital gains in those years. The corporate normal tax rate under the 1951 
Act is 30 per cent; the suitax at a flat rale of 22 per cent is applied to taxable 
income in excess of $25,000.2^' 

Table 38 shows the revenue importance of the federal corporation income 
tax for selected recent years. The reader will recognize that the figures arc 
not entirely comparable, for prior to 1936 a share of corporate income tax 

TABLE 38 FEDERAL CORPORATE INCOME TAX RECEIPTS AS PER CENT 
OF TOTAL INTERNAL REVENUE, SELECFED YEARS lil 


YEAK 

CORPORATE INCOME 

TAX RECEIPTS 
millions) 

PER CENT OP 
TOTAL INTERNAL 
REVENUE RECEIPTS 

1923 

937 

54,8 

1928 

1,292 

46.3 

1932 

630 

40.4 

1939 

2,151 

41.5 

1945 

4,880 

11.1 

1950 

10,760 

27.7 


a Internal revenue is all revenue less railroad unemployment insurance contributions, 
customs, price revenues, and administrative revenues. The total of revenues excluded is 
relatively small. 

10 This deduction is allowable only for plant and equipment acquired after December 
31, 1949, and certilied as necessary by the appropriate governmental authority. 

0 The normal tax base is the same as the surtax base except for the exclusion of 
minor amounts of interest on certain federal bonds from the former, and exclusion of 
the first $25,000 from the latter. 

21 Figures taken from Statistical Abstract, 1924, 1933, 1940, 1946, 1947, 1951. Figures 
subsequent to 1950 are not given because the official reports lump together corporate 
income and excess profits taxes beginning with 1951. 
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revenues represented collection of personal income taxes on dividends at the 
source. The severe decline in relative importance during the Second World 
War is due not to absolute decline in corporate tax revenues, but to marked 
increase in revenue from the personal income tax, the excess profits tax, 
and the miscellaneous excises. In 1945, for example, corporation income 
tax receipts were nearly $5 billion, and were exceeded by revenues from 
individual income taxes (ca. $19 billion), excess profits taxes (ca. $11 bil- 
lion), and miscellaneous excises (ca. $7 billion)."^ The greater relative sig- 
nificance of the corporation income tax in 1950 was explainable on several 
grounds. The corporate tax rates were essentially maintained through the 
post-war years of great expansion of corporate output and rising prices, 
making for marked increase in the absolute amount brought in by the tax. 
In addition, individual income tax rates were lowered in 1948 and the higher 
rates of the Korean War had not yet become eflcctive in fiscal 1950; the 
wartime excess profits tax was repealed during fiscal 1946 and the new ex- 
cess profits taxes of the Korean War were first applied to 1951 profits. 

These figures indicate a heavy federal dependence upon the business in- 
come tax. Unfortunately it is impossible to justify this dependence on rational 
grounds of tax justice, or the principles of benefit or ability. It is particularly 
to be noted that the federal business tax applies only to those businesses op- 
erating under the corporate form of organization. The share of business done 
and income received by unincorporated business in the United States is by 
no means insignificant; yet such concerns are freed from federal business 
taxation. It would seem that if the separate taxation of business is reasonable, 
comparable taxes should be placed upon all types of business. Yet this is 
done neither by the federal government nor by most states. 

THE FEDERAL EXCESS PROFITS TAX.^^ The excess profits tax is essen- 
tially a wartime phenomenon. During peacetime the notion of taxing “ex- 
cess” profits is generally regarded as inconsistent with the principles under 
which the private enterprise system operates. For in peace, high profits when 
they occur are presumed to be the prize for successful acceptance of risk 
— not infrequently offset by heavy losses — or the prize for efficient manage- 
ment under competitive conditions. To impose a tax penalty upon temporarily 
high profits is to discourage both the assumption of risk and the drive to 

22 Annual Report of the Secretary of the Treasury, 1945, pp. 724-26, 

2» A readable and useful book, dealing principally with, the historical and descriptive 
aspects of this subject is Kenneth J. Curran, Excess Profits Taxation, Washington, Ameri- 
can Council on Public Affairs, 1943. For an analytical discussion, and for special refer- 
ence to British experience, see J. R. Hicks, V. K, Hicks, and L. Rostas, The Taxation of 
War Wealth, Oxford, 1941. A. G. Hart and E. D. Allen, Paying for Defense, Phila- 
delphia, Blakiston, 1941, presents a good short discussion, especially in Chapter 12. 
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greater efficiency. If abnormally high profits exist over a long period of time 
in any business, the appropriate line of attack is probably through anti- 
monopoly legislation. 

In wartime, however, conditions are quite dillerent. The need for revenue 
— generally the overriding fiscal consideration in time.s of emergency — ^is 
acute. Further, it is generally regarded as unfair and destructive of war 
morale that excessive profits should be realized during a period of national 
emergency when heavy sacrifices are being home by the major portion of 
the society. These two factors — ^revenue needs and public antipathy toward 
war “profiteers” — almost exclusively account for the imposition of excess 
profits taxes in the United States during the First World War. While these 
same factors were dominant in urging profits taxation in the Second World 
War, certain economic refinements were added to the argument. The pre- 
vention of serious general price increase was strongly desired. This implied 
transfers of excess profit incomes to government, both to remove from private 
hands funds which could add to inflationary pressure and to absorb invest- 
ment funds which might otherwise be placed in non-essential production and 
thus waste scarce productive resources. With respect to war profiteering, it 
was to be avoided not only on account of its social injustice but because of 
the opportunity it gave scarce and highly organized labor to drive for higher 
wages, both on grounds of elementary fairness and of the increase in living 
costs. Among experts, therefore, the function of exccs.s profits taxation was 
regarded less as an anti-profiteer instrument than as one of many tools for 
the prevention of serious inflation. 

During World War I excess profits taxation began in the United States as 
a pure war profits tax on munitions makers. By the Act of 1916, an excise 
was imposed upon net profits from the sale of munitions, very narrowly de- 
fined. It became evident rather soon, however, that war profits do not accrue 
only to the makers of some war instruments, and by two acts of 1917 profits 
taxation was made to apply to others than the sellers of munitions. The first 
of these two acts (March) applied only to partnerships and corporations, and 
was a high profits or excess profits tax since its base was those profits of any 
firm in excess of 8 per cent of invested capital. The second of these acts 
(October) provided essentially a war profits tax, whose base was profits in 
excess of the average of the “normal” years of 1911-13. However, a high 
profits qualification was introduced by considering as normal profits only 
those up to 9 per cent of invested capital. The tax applied to all forms of 
business organization. By the Revenue Act of 1918 a new system, called the 
“War Profits and Excess Profits Tax,” was inaugurated. It applied only to 
corporations; the War Profits tax base was the excess of profit in the taxable 
year over the average 1911-13 profit, while the Excess Profits tax base was 
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profit in excess of 8% of invested capital. The taxpayer was liable for the 
larger of the two taxes.^* 

The war and excess profits taxes were repealed in 1921. During the period 
of their operation (1917-22) they produced total revenue of more than $7 
billion, nearly one-fourth of all federal revenue receipts of that period.^® Ex- 
cess profits taxes exceeded income tax revenues during the war years 1917 
and 1918. Curran’s analysis of the “netness” of excess profits tax revenues 
points out, however, that without profits taxes, personal and/or corporate 
income taxes would have been increased, for three reasons: (1) payment of 
profits taxes reduced the magnitude of the stream of dividends, and thus re- 
duced the personal income tax base; (2) profits taxes paid were deductible 
from net income for corporate income tax purposes, and for individual in- 
come tax purposes when profits taxes were assessed against individual enter- 
prises; and (3) the high excess profits tax encouraged evasion and avoidance. 
Avoidance was possible by excessive expenditures on advertising and per- 
sonnel relations, so as to reduce net income, and by postponing capital gains 
and realizing capital losses. Though the total revenue effect upon the income 
tax of such provisions and actions was probably considerable, it is never- 
theless true that the excess profits tax was highly productive of net reve- 
nue. 

Some brief mention should be made of the Declared Value Excess Profits 
Tax, originated in 1933 and repealed by the Revenue Act of 1945. This 
measure should not be regarded, however, as a serious attempt to tax excess 
profits in peacetime, but rather as an adjunct of the Capital Stock Tax, whose 
life span was identical with it. The Capital Stock Tax was levied at the rate 
of 0.1 per cent on the capital stock of a corporation. To avoid difficulties of 
evaluation, the taxpaying corporation was allowed to place its own value upon 
its stock. And in order to forestall too low valuation for tax purposes the 
Declared Value Excess Profits tax was employed, placing a tax of 5 per cent 
upon all profits in excess of 1214i per cent of the declared capital stock value.^® 
It is reasonable to conclude that in general the revenues produced by the 
Declared Value Excess Profits Tax ($117 million in 1945) should in fact be 
considered as Capital Stock Tax revenues ($372 million in 1945).^'^ Pro- 
fessor Groves has characterized these two taxes in the following terms: 

24 Some of the more intricate problems of profits taxation will be considered in con- 
nection with excess profits taxation in the Second World War. 

2B Curran, op. cit,, p. 136. 

20 The corporation which guessed wrongly as to its future earnings (it was assumed 
that the value of capital stock would be determined by capitalization of expected earn- 
ings) might well experience real penalty in this excess profits tax. It was not until 1942 
that this situation was largely eliminated by allowing the corporation to revise the 
declaration of the value of its capital stock aimually. 

2T Annual Report of the Secretary of the Treasury, 1945, p. 724. 
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They add little to the tax system but complication, extra compliance costs, and 
occasionally capricious results, and they are essentially inimical to small com- 
panies. Calculation for these taxes is carried on in an artificial atmosphere all but 
divorced from reality; they arc a lawyer’s plaything rather than a producer’s levy; 
and they serve principally as a monument to the misdirected ingenuity of tax- 
makers.-s 

The World War II excess profits tax was inaugurated in 1940. Although 
the United Stales was more than a year away from active milittiry participa- 
tion, her role as the “arsenal of democracy” created the type of war economic 
atmosphere to which an excess profits tax is a modern integral part. The tax- 
payer was allowed to choose whether to subject himself to a strictly war- 
profits tax or a strictly excess profits tax. He was given the alternatives of 
calculating as “normal” (and thus not “excess”) profits those equal to 95 
per cent of his average profits for the years 1936-39, or those equal to 8 per 
cent of his invested capital.^® Only corporations were subject to the tax, and 
the computation of net profits followed closely the computation of net income 
under the corporation income tax. 

Rates were subjected to several changc,s during the war period; in 1940 
they were graduated from 25 per cent to 50 per cent, while from 1944 on a 
flat rate of 95 per cent was imposed, with the over-all proviso that corporate 
income and excess profits taxes could not exceed 80 per cent of the corpora- 
tion’s surtax net income. The revenue produced by this lax during the war 
years is indicated below.®® As in the case of the World War I profits tax, this 
cannot all be considered net revenue, though particularly in the later years 
the net revenue contribution was very substantial. 


YEAR 

REVENUE 
($ millions) 

1941 

192.4 

1942 

1,670.4 

1943 

5,146.3 

1944 

9,482.2 

1945 

11,147.3 


Certain features of the World War II tax are worthy of consideration. The 
earlier rate schedules were progressive with the size of excess profits net in- 


28 Reprinted by permission from pp. 82, 83 of Postwar Taxation and Economic Prog- 
ress, by Harold M. Groves, copyrieht, 1946, by the Committee for Economic Develop- 
ment and published by the McGraw-Hill Book Company, Inc. 

2® Firms not in existence during the base period were of course required to compute 
their tax on the invested capital base. By an amendment of 1941, new capital invested 
was added to the base at 125% of its amount, in order to encourage expansion. Firms 
which had shown marked increase in profits during the period 1936-39 were allowed 
a normal profits base in excess of their average through the period. 

Statistical Abstract of the United States, 1946, p. 319, 
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come. It was not, therefore, adjusted to individual ability to pay, as individual 
abilities are in no marked degree correlated with the magnitude of a corpora- 
tion’s excess income. In 1944, with the shift to a flat rate, consideration for 
the small enterprise (which would supposedly be more seriously affected by 
post-war adjustments) was introduced by raising the minimum of excess 
profits exempt from taxation from $5000 to $10,000.-^^ 

As noted above, the taxpayer was given his choice between two methods 
of computing excess profits. The income method based “normal” profits 
on the average of net income plus aU advertising expenditures during the 
base period 1936-39. Ninety-five per cent of the average “normal” profit 
during the base period was regarded as “excess profits net income.” The 
term is somewhat misleading, but represents the amount of profits regarded 
as not excessive. This reflects a presumption that actual profits during the 
base period were slightly above “normal.” To the excess profits net income 
was added 8 per cent of additions to capital since the base period, to pro- 
vide “normal” return on new capital (quite inconsistently, but 6 per cent of 
capital reductions since the base period were deducted from excess profits 
net income). The base of the tax in any year was net income for the tax- 
able year less “excess profits credit” (the sum of excess profits net income 
and 8 per cent of capital additions) , less unused excess profits credit carried 
forward or backward two years, and less the specific exemption ($5000, 
$10,000 or $25,000 depending upon the year). 

The inve.sted capital method involved a quite different computation, to 
be used at the option of the taxpayer or m cases where the taxpayer was 
not operating during the base period.'’*" This method looked toward taxation 
of “high” or “excess” profits, and determined the amount of excess by com- 
parison of profits with a standard or appropriate return. Determination of 
the tax base by the invested capital method began with the net income of 
the firm for the taxable year. From this figure three deductions were made to 
determine taxable excess profits: (1) the percentage®® return on invested 
capital considered “normal” and not excessive; (2) the specific exemption of 
$10,000 or $25,000 (the latter for the year 1946); and (3) unused credit 
carried over from the preceding two years.®^ In an outline description of 
this sort numbers (2) and (3) require no elaboration, though the determina- 

31 $25,000 after December 31, 1945. 

33 If the taxpayer was operating during a part, but not all of the base period, he was 
entitled to use 8% of invested capital as base period income in any year during which 
he was not in operation. , . , 

38 The percentages allowed were 8% of the first ,$5 million of invested capital, b% 
of that amount between $5 million and $10 million, and 5% of that amount over $10 
million. The revenue objective is here evident. _ . „ j 

3-^ A carry-back for two years was ^Iso permitted. This would result in a refund. 
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tion of “invested capital” should be explained. It consisted, in general, of 
the daily average of the net worth (capital, surplus, and undivided profits) 
of the corporation plus one-half of borrowed capital represented by written 
evidences of debt. The inclusion of 8 (6 or 5) per cent of but one-half of 
borrowed capital in the excess profits credit is more liberal than was the 1918 
law, which made no provision for inclusion of borrowed capital. On the other 
hand, no more than one-half of borrowed capital was permitted on grounds 
that the allowed per cent of invested capital regarded as normal profit was 
in most cases far in excess of interest paid for the use of that capital. With- 
out this limitation the profit position after taxes of the owners of a firm with 
a small proportion of equity capital and a large proportion of borrowed 
capital would be superior to that of a firm in the opposite circumstances. 
Such a provision would presumably encourage the retirement of debt out of 
net income, placing the firm in a somewhat stronger post-war position. 

A further provision of World War 11 excess profits taxation is of special 
economic significance. Concerns constructing, acquiring, or installing “war 
emergency facilities” were allowed to amortize the cost of such facilities over 
a period of sixty months. The provision was included to encourage private 
provision of new war production facilities by considering their service life to 
be no longer than five years. The major risk in undertaking plant o.xtensions 
lay in the possibility that they would represent excess capacity after termina- 
tion of the war emergency. This amortization allowance was handled as a 
cost of operation deductible from gross income in arriving at the base of 
both the corporate income tax and the excess profits tax.''” To the extent 
that it was utilized, corporations should have emerged from the war in a 
position to undertake peacetime production with lower plant overhead. Some 
three-fourths of war emergency facilities are estimated to have been provided 
by federal government corporations out of Treasury borrowed funds,"® the 
remainder representing private investment. Because of the tax provision for 
rapid amortization, and the liberality of prices paid by government for war 
materials, government actually paid for a large share of that portion of 
emergency facilities normally provided by private concerns. It is quite pos- 
sible that in terms of over-all effect, the provision of emergency facilities 
would have been cheaper to government if it had furnished the whole and 
increased its tax revenues by avoiding the amortization deduction. 

8® Computation of excess profits tax began with corporation normal tax net income. 
Thus the amortization deduction applied to calculation of both taxes. 

A. D. H. Kaplan has shown that of a total of $22 billion in new industrial facilities 
created during the war just under $16 billion was financed with public, as distinguished 
from private, funds. (“Liquidating War Production,” in S. E. Harris, Economic Recon- 
struction, New York. McGraw-Hill, 1946, p. 133.) 
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Finally, we have seen that the excess profits tax provided for a two-year 
carry-back or carry-forward of unused excess profits credit. Under the Rev- 
enue Act of 1945, which repealed the excess profits tax as of December 31, 
1945, unused excess profits credits were allowed for a taxable year beginning 
before January 1, 1947. Thus, though there was no excess profits tax col- 
lectible on 1946 or 1947 profits, concerns were allowed to carry forward ex- 
cess profits credits for those years. This meant that firms which in 1946 or 
part of 1 947 failed to earn amounts equal to what would have been allowed 
as excess profits credit when the tax was in force, could receive rebates to 
that extent from excess profits paid in 1944 and 1945. The intent of this 
provision was to assist firms through the reconversion period. Corporate re- 
ports indicate that many firms which showed profits in 1946 actually made 
some part of all of these profits out of excess profits tax rebates. The charge 
made by representatives of organized labor that the tax refund provisions of 
the Act of 1945 made it possible for strike-bound firms to delay coming to 
terms in 1945 and 1946 was undoubtedly true in some instances. By a curious 
twist of fate, in such cases a pro-labor government helped to finance em- 
ployer opposition to labor’s demands. 

EVALUATION OF EXCESS PROFITS TAX EXPERIENCE IN WORLD 
WAR II. The tax, designed to provide large war revenues, prevent the crea- 
tion of “war millionaires,” and combat inflation, was only moderately suc- 
cessful. Large revenues were produced, though they doubtless could have 
been larger without discouraging production. The record of corporate profits 
after taxes shows no absence of the stufif of which millionaires are made. 
This is explained in Groves’ statement; “The war excess-profits tax is an 
example of the propensity of Congress to levy a tax at conspicuously high 
rates but with a relatively ‘easy’ base.” Certainly the man in the street is 
not satisfied that the creation of war millionaires was prevented; nor did 
labor’s actions in the war and immediate postwar periods indicate official 
labor belief that war profits were reasonably moderated by the tax. 

As for the prevention of inflation, although the war record was good, the 
credit is due far more to direct price controls and rationing than to taxation. 
Obviously the excess profits tax alone could not hold the price line, even if 
it had operated perfectly. War experience indicates that what was needed 
was an effective companion to a more effective excess profits tax. A com- 
panion frequently recommended was a general “excess income tax,” which 

37 Reprinted by permission from p. 75 of Postwar Taxation and Economic Progress, 
by Harold M. Groves, copyright, 1946, by the Committee for Economic Development 
and published by the McGraw-PIill Book Company, Inc. 
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would apply the excess profits tax principle to other types of income and to 
profits derived from unincorporated businesses.-'’'^ It is probable, however, that 
a more vigorous increase in personal income tax rates combined with severe 
lowering of personal exemptions could have accomplished the same purpose 
effectively.™ The question may logically be raised why with heavier personal 
income taxation the excess profits tax could not have been dispensed with. The 
answer lies principally in the elTcctivcncss of the personal income tax as then 
and now constituted in preventing the escape of undistributed corporate profits 
from income taxation. 

It is difficult to mourn the repeal of the excess profits tax. Its sole peace- 
time use, in view of the existence of other income taxes, would appear to be 
as an instrument for discouraging monopoly profits and thus discouraging 
monopolistic organization and practice. Yet, there must be more effective 
direct methods of dealing with the monopoly problem. The excess profits tax, 
if severe enough to confiscate monopoly profits, might at the same time dis- 
courage risk-taking and the furtherance of efficiency in production. And it 
might be effectively argued that the tax with which we have had experience 
favors the steady (though rather high) profit income which characterizes 
monopoly while burdening the fluctuating incomes typical of venturesome 
employment of capital in a competitive economy. If this is a fair observation 
a peacetime excess profits tax similar to that employed during the recent war 
might well encourage monopoly.^” 

THE EXCESS PROFITS TAX OF 1950. The outbreak of hostilities in 
Korea and the early participation of the United States in the fighting created 
immediate inflationary pressures and promised heavy military expenditures 
in the United States. The tax program presented by the President called for 
increases in personal and corporate income taxes, and the reimposition of an 
excess profits tax. Experience during World War II had led rather naturally 
to the presumption that an excess profits tax is a proper component of the 
battery of war revenue measures. In addition, corporate profits had been 
high through the postwar period and the flash of inflation which followed 
the outbreak of hostilities in June, 1950, promised a further boost in busi- 
ness profits. Legislation of an excess profits tax was probably a condition 
necessarily attached to the popular acceptance of higher personal income 
taxes and direct wage controls. 

88 This recommendation was urged by (among others) Hicks, Hicks, and Rostas, 
op, cit. 

so- This is not to say that fiscal measures could have been sub.stituted for direct con- 
trols, but that direct control could have been more effective and more simple with 
stronger fiscal support. 

40 Groves presents substantially this point, op. cit., pp. 76-77. 
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The usual two alternative bases for determination of a corporation’s “ex- 
cess profits credit” — the portion of its profits regarded as “normal” and 
therefore not subject to excess profits tax — are employed. The first is 83 
per cent of the average net income for the best three of the four years 
1946-49. Since the.se were in general profitable years for corporations it 
was believed that the selection of the best three years would create a liberal 
base and eliminate many applications for special relief. If, however, the con- 
dition of a company’s earnings was such in several of those years as to create 
hardsliip by the use of this average, it is possible that the company may be 
permitted to adopt as its own a figure which was typical of the industry to 
which it belongs. If the average income base is used, and the corporation has 
made capital additions or has experienced capital reductions since the base 
period, it adds to or subtracts from its three-year average 12 per cent of the 
additions or reductions. This rather high calculated rate of “normal” return 
on new capital appears to have been designed to reward expansion and 
penalize contraction of plant. 

The second alternative method of calculating normal profits as a first step 
in determining excess profits is the invested capital method. By this method 
the law considers as normal profits a specific percentage return on the in- 
vested capital of the firm. (The determination of the invested capital figure 
is complex and would add unnecessary detail to our discussion here.) Ex- 
cess profits calculated by this method are those in excess of 12 per cent on 
the first $5 million of invested capital, 10 per cent on the next $5 million, 
and 8 per cent on the remainder. These generous allowances reflect the fact 
of high profits in the base-pre-war-period; they also reflect a desire to treat 
smaller and growing corporations with relative leniency. 

The excess profits tax is imposed upon a base which is the net income of 
the corporation as calculated for corporation income tax purposes, less the 
excess profits credit for those profits considered normal. The excess profits 
are then taxed at a flat rate of 30 per cent, but the excess profits tax may 
not be greater than 18 per cent of net income before subtraction of the ex- 
cess profits credit. The establishment of the 18 per cent ceiling means that, 
with minor reservations; a return of 12 per cent on invested capital is per- 
mitted without regard to the size of the firm. 

We have previously noted Professor Groves’ observation made at the end 
of World War 11 that American practice is to apply high rates of excess 
profits tax to an easy base. The 1950 Act employs the “easy” base, but ap- 
plies a comparatively low rate. Several reasons may be noted for legislative 
moderation in the passage of this law. A major reason is that the rates of tax 
on corporation net income had already been significantly raised, and it was 
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believed that relatively little scope remained for application of the excess 
profits tax. A second major reason is found in concern over the incentive 
effects of a high excess profits tax in an “emergency” which was far from 
being an all-out war. It may be that the Congress was unimpressed with the 
value of an excess profits tax as an anti-inflation tool, and wa.s inclined to 
emphasize wage increases and heavy consumer expenditures as the principal 
inflationary forces. In addition, the excess profits tax had proved difikult to 
administer, with many individual applications for relief, and these difliculties 
multiply as the tax becomes more pressing upon taxpayers. Finally, there 
has developed a general belief— neither proved nor disproved— that high 
corporate taxes encourage wasteful expenditure as deductible costs, and there- 
fore wastage of resources, and that consequently they not only contribute in 
this way to inflation but discourage the efficient allocation of scarce resources 
in emergency production. The combination of these reasons would appear 
to explain the relatively moderate tax of 1950; the same reasons will ex- 
plain relative indiflerence to frequent predictions that the tax might well be 
dropped in 1953. 

INCIDENCE OF BUSINESS TAXES 

To this point we have presented the rationale of a category of business 
taxes separate from those on property, income, and consumption, and have 
briefly described the principal types employed by state and federal govern- 
ments. These principal types are net income, excess profits, gross income, and 
capital stock taxes. Net income and excess profits taxes are typically not 
shifted, for reasons developed in the analysis of net incomes taxes in Chap- 
ter 13. The demand for a firm’s product being given, the imposition of a net 
income tax does not change that demand. This being the case, the firm’s 
choice of the proper quantity to be produced at the price the market will 
pay for that quantity does not change with imposition of the tax. The total 
income — 'price times quantity — ^which produces maximum net income be- 
fore taxes will produce maximum net income after taxes.'*^ The fact of dif- 
ferential net incomes among various firms implies that even temporary ex- 
perimentation with attempts to shift the tax forward would be discouraged 
because of unwillingness of nearer-marginal firms to go along. This discour- 
agement would presumably be stronger in the case of the excess profits tax 

<t^This assumes, of course, that the firm was maximizing its net income before the 
tax. It does not ignore the fact that sales policy — advertising, etc. — can change demand, 
but assumes that the firm has or would have utilized such resources to maximize de- 
mand with or without the tax. 
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than in the case of the net income tax, since many firms would be sub- 
marginal in the excess profits sense. 

Though in the shorter run we are confident that the net income tax and 
the excess profits tax are not shifted, this fact in itself may, under certain 
circumstances, make possible some long-run shifting. If the tax is general, 
applying over a broad geogi-aphical area and affecting all business concerns, 
shifting will not occur. But if the area of application is narrow, the long-run 
effect may be to decrease the number of firms operating in the taxed area. 
This would tend to increase demand for the remaining firms, creating possi- 
bilities for forward shifting. Such conditions might well obtain under un- 
coordinated state business taxation — ^relative freedom from income taxation 
in neighboring states might well encourage the migration of business to those 
states.^2 And if the net income tax is imposed only upon certain classes of 
business (e.g., munitions manufacturers), the same type of shifting may 
occur. Such shifting is less likely when the net income tax is applied only to 
a given form of organization (e.g., corporations). Although in some lines of 
business, particularly those with heavy capital investment per unit of output, 
the corporate form of organization is virtually a sine qua non, in other lines 
business can be carried on by unincorporated concerns. We recognize, there- 
fore, the possibility of long-run exceptions to the general rule that net income 
and excess profits taxes are not shifted. 

Gross income taxes typically are shifted. For the tax on gross income is 
essentially one which adds a decreasing amount to variable cost of production 
as quantity of output increases.'** We thus sec again that the gross income 
“business” tax is merely an ad valorem sales tax. Marginal costs are in- 
creased by the tax, and therefore the point of maximum net income represents 
a smaller quantity and a higher price per unit. Consequently, some part of 
the tax is shifted forward; when demand is inelastic the tax is more com- 
pletely shifted than under elastic demand conditions. But the gross income 
business tax is most notably applied by the states to businesses subject to 
public regulation (/.<?., public utilities), and in this application the tax is 
virtually completely shifted. For under rate regulation the objective is gen- 
erally to establish rates which will provide a fair net return on investment. 
And since such regulated businesses do not typically fully exploit their de- 
mand possibilities — making higher rates possible without significant loss of 

42 It is presumed here that a state which taxes the net income of its own business firms 
imposes equivalent taxes on foreign firms doing business in that state. 

42 Because the typical demand curve is downward sloping from left to right, gross 
income per unit falls and the tax per unit decreases as quantity increases. A more com- 
plete analysis of the incidence of gross income taxes appears on page 286. 



464 


BUSINESS TAXES 


business — and taxes arc considered an expense deductible before determina- 
tion of net return, the regulated rates typically include the tax. We are justi- 
fied in the conclusion that the gross income tax is largely shifted on to the 
buyers of products. 

The capital stock tax bears little relation to the quantity of a firm’s out- 
put. It is but an addition (and in practice a minor one) to the fixed costs of 
production. As such, it alTccts neither of the two dclcrminants (marginal 
revenue and marginal cost) of the quantity of output productive of maximum 
net income to the firm. Assuming, therefore, that the firm is maximizing net 
income before the tax, there is nothing to be gained in changing cither out- 
put or price. Under such circumstances the tax will not be shifted. On the 
other hand, there arc minor long-run possibilities for shifting through migra- 
tion, and the analysis follows the same pattern as is indicated in our discussion 
above of long-run shifting possibilities in the net income or excess profits 
tax. In addition, however, a capital slock tax, which falls indiscriminately 
upon profitable and unprofitable corporations, may cause elimination of 
marginal firms from the mai'kct, and thus increase demand facing those re- 
maining. Under such circumstances some long-run shifting would occur. 
This is the major dillercnce between net income and capital .stock taxes, in 
terms of incidence. The marginal firm is free from net income taxes, while it 
is not free from the capital stock tax. The long-run possibilities of forward 
shifting would thus be somewhat greater in the case of the latter than of the 
former. 

INCIDENCE AND THE RATIONALE OF BUSINESS TAXATION 

s 

Earlier in this chapter we surveyed the bases upon which separate taxation 
of business is in some quarters thought to be justified. Aside from the blind 
groping for additional revenue, we noted that business taxation is based 
upon one or more of the presumptions of (1) special benefit to certain in- 
dividual businesses or classes of business, (2) general benefits to all business 
flowing from governmental maintenance of a favorable business climate, and 
(3) the existence in business of a capacity to pay taxes distinct from the ca- 
pacities of those who derive personal incomes from business. We have raised 
serious doubt as to the feasibility of using special benefit as a justification for 
general business taxation. And we find it necessary to reject the general 
benefit theory of business taxation. The grounds for such rejection arc several. 
Thoroughgoing utilization of the principle of benefit taxation would require 
the elimination of many governmental functions regarded as of primary social 
importance, since the beneficiaries cannot pay their own way. Furthermore, 
it is highly artificial to allocate general benefits among individual taxpayers. 
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since by their nature such benefits are not allocable on any scientific grounds. 
In addition, where benefits are specific and individual enough to justify al- 
location, it is likely that as revenue justifications these benefits have already 
served to their limit as justifications for price revenues and administrative 
revenues. And even general benefits implied in functions such as protection 
and education have already been overworked in supporting the theory of 
property taxation. 

With respect to supposed distinct capacity of business to pay taxes, we 
find that it rests upon a quite inaccurate view of the nature of income. No 
separate business capacity does exist, distinct from the capacity of those 
economically entitled to income from the business. Beyond this, however, 
is it not logically quite inconsistent to embrace both the principle of benefit 
and the prmciple of ability in constructing a theory of business taxation? As 
theoretical bases for the apportionment of the burdens of government costs 
among individuals, each largely excludes the other. We are guilty of “working 
both sides of the street” by combining two largely exclusive concepts of 
equity. 

Having determined the equity basis upon which a tax is to be built, the 
second step is to determine the type of tax base which most properly im- 
plements the principle of equity in practice. A business tax measured by busi- 
ness net income almost completely denies the benefit principle, while the 
business tax bases of gross income, net premiums, or the amount of capital 
stock almost completely deny the validity of the ability principle. Yet com- 
binations of these bases are to be found in the “business tax system” of 
nearly every state.^'^ This curious mixture of tax principles and tax bases 
results at times from practical difficulties in the application of an accepted 
“ideal” principle or tax base, but it is feared that in the majority of instances 
the mixture results from frustration in the development of generally accept- 
able busmess tax theory and consequent retreat to the haven of revenue op- 
portunism. 

One of the more serious sins of omission in busmess tax theory is its failure 
to relate tax incidence to tax justification.^® Business taxes whose incidence 

The federal government is consistent in its adherence to a fallacious ability theory 
of business taxation. 

fHiA striking example of this is Studenski, op. cit. Studenski begins by stating that 
separate taxation of business “can be justified on one or another of the following several 
grounds.” Thei-e follows a list of eight separate justifications, embracing the principles 
of benefit, ability, revenue needs, and cdntrol through taxation. One feels that his “one 
or another” should have been “one or more,” and that it would be simply impossible to 
apply the various justifications in terms of a single over-all business tax. Nevertheless, 
a business tax measured by the value added by the firm — value of gross product less cost 
of materials — is recommended as best meeting the theoretical requirements. To this 
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finally falls upon consumers of the products of business can hardly be justi- 
fied in terms of special business benefit or ability. They are found to be but 
consumption taxes in disguise, and can be rationalized only in terms of con- 
sumption tax theory. We see here a demonstration of the importance of a 
fact so frequently reiterated throughout this book — that unless incidence is 
reasonably accurately determinable, the consequences of a particular tax 
may be quite foreign to theoretical intent. We feel sure that business net in- 
come taxes are rarely shifted, and that their burden falls upon the business 
with net income. Such taxes can thus be justified only by a demonstration of 
separate business ability to pay, a demonstration impossible of achievement. 
We are driven to the conclusion that no separate field for the taxation of 
business per se exists. 
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point in the analysis one has the uncomfortable feeling that he has been carrying water 
in a sieve. The discussion of incidence, however, shows that incidence would typically 
be largely on consumers, though it “would most likely vary greatly from industry to 
industry, depending on its nature and the relative elasticity of supply and demand and 
existence of competition or monopoly therein” (pp. 643-4). We cannot quarrel with 
the incidence analysis itself, but the incidence conclusions seem to have little relevance 
to the rationale of the tax. This tax is principally justified in terms of governmental 
benefits conferred upon business enterprises and the special taxpaying capacity of those 
enterprises. Yet, the incidence, so far as it is known, would fall largely upon consumers, 
whose benefits or whose ability are not regarded as entering into the tux justification. 
We are not disposed to single out this study for criticism. It does, however, fairly repre- 
sent the thinking of supporters of separate business taxation, and illuminates the logical 
weaknesses inherent in that thinking. 
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Our survey of major types of tax measures would not be complete without 
some attention to several miscellaneous taxes. Of these the employment taxes 
introduced by the Social Security Act of 1935 are of real consequence, both 
in revenue productivity and in economic effects. A major part of this chapter 
will be devoted to the payroll taxes created by the Social Security Act, which 
can be easily identified by the specific allocation of their revenues to old- 
age and unemployment compensation reserve accounts. Those other elements 
of the social security program — old-age assistance, aid to the blind, and aid 
to dependent children — which are financed by grants of federal funds 
matched by the states, are generally met from the general funds of the federal 
and state governments.^ Since their financing has not generally given rise to 
special earmarked taxes,^ we shall not be concerned with them here. We 
shall bring into this chapter a short discussion of the poll tax and of the 
federal “Unjust Enrichment Tax,” two minor taxes which our survey of tax 
measures cannot completely ignore. 

TAXES ON EMPLOYMENT 

THE OLD AGE AND SURVIVORS’ INSURANCE TAXES. The old age 
insurance benefits of the Social Security Act are administered entirely by the 
federal govermnent. Benefits arc paid to retired persons after reaching age 
sixty-five and to their dependents, and amounts of payment are roughly re- 
lated to the wages of the employee at time of retirement. Under the Act the 
reserve principle was adopted, employing some features of private insurance. 

1 The titles of the Social Security Act creating special earmarked taxes are that pro- 
viding old-age and survivor annuities (Title VIIl) and that establishing unemployment 
compensation (Title IX). 

2 These social security expenditures from general funds have been partially responsible 
for increases in state gasoline taxes, and for the spread of state personal income and 
sales taxes. In a few cases new earmarked taxes have been created, e.g., Connecticut 
made of its poll tax an old age assistance tax. 
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Annual contiibutions to the Treasury during the early years of the plan were 
to exceed benefit payments, the excess creating a reserve fund the interest 
from which would in later years be added to current contributiotis to meet 
the increasing benefit payments resulting from the lengthening of the span 
of life. 

The system of contributions was to employ a tax instrument rather than 
to collect premiums individually. Actually, two taxes were imposed: a tax 
upon the wages of the employee, withheld from his pay by his employer, and 
an excise of equal amount upon the employer. Each of these taxes was to 
begin at 1 per cent for each year between 1937 and 1944, to rise to 2 per 
cent in 1945, thence to 2V5 per cent between 1946 and 1948, and to be- 
come permanently established at 3 per cent in 1949. Eventually, therefore, 
the combined annual contribution of employers and employees was to be 
6 per cent of wages or salaries. By a succession of amendments the 1 per 
cent rate was retained through 1949 and a new schedule of rates climbing 
to 314 per cent by 1970 has been substituted for the original plan. 

In the fiscal year 1951 the combined old age taxes on employers and em- 
ployees produced over $3.1 billion for payment of current claims and addi- 
tions to the reserve account. The reserve account stood at $14.7 billion at 
the end of that year. Total collections from 1937 through 1951 amounted to 
just over $20 billion.'* 

UNEMPLOYMENT COMPENSATION TAXES. The unemployment com- 
pensation provisions of the Social Security Act place major administration of 
the system in the hands of the states, with reasonable uniformity in stale ac- 
tion accomplished by federal influence. A federal unemployment compensa- 
tion tax is imposed upon employers of eight or more persons in non-exempt 
employments. The tax began in 1936 at 1 per cent of wages paid to em- 
ployees subject to the tax, rose to 2 per cent in 1937, and reached the perma- 
nent level of 3 per cent in 1938. Federal influence working toward state 
uniformity is evident in the credit allowed against the federal tax in the 
amount of 90 per cent of state unemployment compensation taxes paid. Thus, 
for each $30 assessed by the federal tax agaimst an employer in a state with 
an approved unemployment compensation system, $27 is credited to him for 
state unemployment taxes paid. If the state tax rate is 2.7 per cent (the 
federal rate being 3 per cent), this employer’s total federal-state tax is $30, 
$27 going to the state and $3 to the federal government. If a state chose to 
enact no federally approved unemployment compensation law, the federal tax 
on its employers would be collected, but the funds would not be available 

^Annual Report of the Secretary of the Treasury, 1951, pp. 831, 943. 
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for unemployment benefits to their employees. The effect of the credit pro- 
vision has been enactment of approved systems by all states, with maximum 
tax rates generally at 2.7 per cent,'* to receive the full benefit of the federal 
credit. 

The system of unemployment compensation was set up to provide benefits 
when unemployment occurs. Considerable enthusiasm has been shown for 
reducing the incidence of unemployment by creating tax incentives for sta- 
bilizing employment. Under various “merit rating” or “experience rating” 
plans, forty-four states and the District of Columbia grant unemployment 
tax relief in the form of lower rates to those employers with good records in 
regularizing employment. In such states the applicable tax rate may fall as 
low as zero for employers with the highest merit rating.® The federal act 
recognizes the merit rating plan by considering merit-abated state taxes as 
if they had been paid in calculating the federal credit. Suppose, for example, 
that the federal tax at 3 per cent on an employer were .$3000, and the standard 
state unemployment tax rate were 2.7 per cent. If the employer actually paid 
the standard rate, he would pay $2700 to his state and $300 to the federal 
government. Suppose, however, that because of high merit rating with the 
state his unemployment tax rate were .5%. He would actually pay $500 to 
the state and $300 to the federal government, the difference ($2200) being 
credited to him by the federal government even though not paid to the state. 
It is important to note that state merit rating systems must meet federal 
approval before merit abatements are deductible as part of the federal credit. 
In those cases where state tax rates are higher than 2.7 per cent, no part 
of the excess can be claimed as credit against the federal tax. For the fed- 
eral credit is 90 per cent of the federal tax, not of the state tax. Those states 
which have adopted rates higher than 2.7 per cent of payrolls are not only 
employing merit incentives, but demerit penalties to encourage stability of 
employment in firms. Three states impose wage taxes upon employees as 
well as payroll taxes on employers. The federal law allows no credit for such 
taxes paid.® 

4 As of 1952, forty-ono states and the District of Columbia imposed employment 
taxes at a maximum rate of 2.7 per cent of payrolls. Eight states applied higher maxi- 
mum rates. (Tax Systems, 10th ed., Chicago, Commerce Clearing House, 1952 (pp. 
296-8). We speak of maximum rates to take cognizance of lower rates provided toy the 
merit rating system, discussed in the following text paragraph. 

^Ibid. The most popular minimum rates are 0 per cent (10 states), .1 per cent (three 
states), .25 per cent (five states), .3 per cent (eight states), and .5 per cent (live states). 

OThis would bo hardly possible without a federal unemployment compensation tax 
on employees. Those states which have adopted such taxes have apparently masoned 
that the employee should malce contribution to reserves created for his benefit. 'This im- 
plies a sorry ignorance of the incidence of employer taxes, as we shall see m the next 
section. 
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State employment tax collections arc deposited in the federal Unemploy- 
inent Trust Fund. By the end of fiscal 1946 the balance in the Fund was 
$7.4 billion, representing 73 per cent of cumulative deposits from the states 
since 1936.'^ During the war period of high employment, contributions to the 
fund were heavy (though reduced by almost inevitably high merit ratings) 
and withdrawals light. During 1946 unemployment due to industrial recon- 
version and demobilization of the armed services slowed down the wartime 
rate of accumulation of the fund. The rapid growth of the reserve fund 
generated some unsuccessful agitation for reduction of federal unemployment 
tax rates immediately following World War II. Merit rating schemes reduced 
contributions to the reserve account in most states during the high-income 
years of 1947 and 1948; the slight recession of 1949 considerably increased 
the magnitude of benefit payments and Jeopardized the reserves of a few 
states which had lowered tax rates extremely during the good years. The 
1949 experience largely checked the enthusiasm for reduction in basic tax 
rates and at the same time generally raised effective tax rates under merit 
rating schemes. By June 30, 1951, the Unemployment Trust Fund balance 
was about $7 billion, the result of cumulative receipts and earnings since 
the beginning of about $16 billion and withdrawals from the Fund of about 
$9 billion.s 

INCIDENCE OF SOCIAL SECURITY TAXES ON EMPLOYMENT.^ 
We have noted three different taxes based upon employment introduced by 
the Social Security Act: the unemployment tax imposed upon employers; 
the old-age benefits tax imposed upon employers; and the wages tax on em- 
ployees. Since the provision of retirement income benefits and of unemploy- 
ment compensation represent distinct projects, it is reasonable and almost 
inevitable that they be financed by distinct taxes. But the provi,sion of two 
separate taxes to provide old-age benefit funds suggests an intention that such 
funds should represent joint contributions from employers and employees. 
If this is a fair observation concerning legislative intent, it is reasonable to 
assume legislative expectation that the two taxes would carry separate inci- 
dence. It appears that incidence of the wage tax upon employees was ex- 

'! Annual Report of the Secretary of the Treasury, 1946, p. 572. 

8 Annual Report of the Secretary of the Treasury, 1951, p. 843. 

0 The appearance of the social security employment taxe.s in the thirties generated a 
great deal of interest in the question of their incidence, and con.scqucntly some significant 
additions to incidence literature. Notably good selections from that literature are the 
following: J. K. Hall, “Incidence of Federal Social Security Pay Roll Taxes,” Quarterly 
Journal of Economics, November, 1938; Russell Bauder, “Probable Incidence of Social 
Security Taxes,” American Economic Review, September, 1936; Eveline M. Burns, 
“Financial Aspects of the Social Security Act,” American Economic Review, March, 
1936; S. E. Harris, The Economics of Social Security, McGraw-Hill, 1941, Part III. 
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pected to be upon employees, encouraged by the procedure of employer 
deduction of the tax from the employee’s wages on pay day. On the other 
hand, the incidence of the payroll tax on employers was expected to be 
upon them, payment to be made out of the profits of the firm. 

Such a view of incidence assumes, however, that none of these taxes is 
shifted. Yet one or more price vehicles are available in the case of each of 
the social security taxes. The tax deduction from the worker’s pay could 
conceivably result in an increase in basic pay, so as to shift this tax forward. 
Employer taxes based upon payrolls could conceivably be either shifted 
forward in the price of the product to the buyer, or backward in reduced 
payment to one or more of the factors of production. The problem of inci- 
dence is to determine which of the three possible groups — employers, em- 
ployees, consumers — actually does (do) bear these taxes. We consider first 
the old-age benefits lax upon the employee. One and one-half per cent of 
his wages is deducted as earned; the impact of the tax is thus upon labor’s 
wages in the first instance. There are several good reasons for believing that 
little forward shifting occurs in the typical case. The first reason is that, the 
tax being quite general in application, there is practically no possibility of 
escape from it by migration to another job. Virtually the only possibility of 
avoiding incidence of this lax is to migrate into a type of employment exempt 
from its payment. The tax-free employments are not sufficiently extensive to 
provide the possibility of serious migration, and occupational and other as- 
pects of labor immobility would further prevent the likelihood of such mi- 
gration. For this reason there is little probability of a decrease in the supply 
of labor in taxed employments. And it is especially unlikely that the tax 
would result in any noticeable withdrawal of workers from the market. Thus 
a long-run tendency for wages to rise in taxed employments as a result of 
migration or voluntary idleness is unlikely. 

The second reason is that the tax provides funds for retirement income of 
laborers, partially eliminating the need for private saving for old age. Recog- 
nition of this fact by the worker is likely to weaken any determination he 
might have otherwise had to try to shift the tax to his employer. In many 
instances the social security tax is hut a substitute for private saving from 
current income, and thus the incidence of the tax involves no new or addi- 
tional burden upon the worker. And even when voluntary saving had not 
occurred previously, the forced savings plan of social security may be ac- 
cepted by the worker as coercion to do only what he should have been doing. 
Many workers consider the insurance to be worth more than its cost. Our 
point here is that the purpose for which the funds are used tends to weaken 
the urge to attempt to shift the tax to the employer. 
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A third reason for believing that the incidence of the tax is upon the worker 
is that the tax itself is small. A IV 2 per cent lax on wages tj'pically .somewhat 
above a subsistence standard hardly justifies agitation for a wage increase. 
It is doubtful that even the often-postponed 3 per cent tax would generate 
much pressure for an attempt at forward shifting. Certainly in a typical case 
the tax deduction from the worker’s wages is like a net income tax, since it 
is hardly of sufficient size to encroach seriously upon his standard of living. 

Over all, therefore, we find little possibility of escape from the impact of 
the tax by transferring to untaxed employment, accomplishing a long-run 
reduction in labor supply in those firms and thus raising wages. In addition, 
it is highly unlikely that the size of the tax, the manner in which it is im- 
posed, or the use to which the funds are to be put, would encourage attempts 
to shift it. Further, it seems generally agreed that among all shares in distri- 
bution, wages are least resistant to tax shifting, and thus an attempt on the 
part of the worker to shift the tax forward would probably be unsuccessful. 

The two social security taxes on employens — the unemployment compensa- 
tion tax of 3 per cent of eligible payrolls, and the (now) V/z per cent tax on 
payrolls for old-age annuities — are similar in impact and in incidence. Wo 
consider them first as if they were but a single tax, later pointing out dilTcr- 
ences which may condition their incidence. Three possibilities of incidence 
present themselves: the wage vehicle is present for possible backward shift- 
ing, the price of the product to buyers constitutes a possible vehicle for for- 
ward shifting, and if neither were possible the burden of the tax would remain 
upon the employer as a deduction from his profits. Of these three possibilities 
it is least likely that the employer will bear the tax. Let us recognize that the 
combined excises impose upon the employer a tax of approximately 4 per 
cent of his payroll.^® If the incidence of these combined taxes were upon 
profits of employers subject to them, a marked reduction in net profit would 
occur.^^ Since the tax would involve a burden upon profit incomes, it is un- 
questionably true that entrepreneurs would make every effort to shift it. It 
may be granted that, when the tax is a minor one, impact is likely to be an 
important determiner of incidence. For when the tax is insignificant the per- 
son who first pays it is likely to bear it rather than to undertake the process 


^0 Approximately, because (1) merit rating systems in use by most stales may re- 
duce the rate of the unemployment compensation tax of a given firm, (2) some minor 
group of employees may be in one of the several exempt classes, and (3) wages and 
salaries above $3000 per year are untaxed, 

11 In 1951, employer contributions for social insurance were .$4.19 billion. Net income 
, partnerships, and solo proprietorships (excepting farmers, who are ex- 

cluded from the system) were $66.30 billion in that year. By this rough calculation, if 
employer contributions had had their incidence upon employers, their profits on the 
average would have been reduced by about 6.3 per cent (figures from Survey of Current 
Business, July, 1952, p. 17) . 
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of shifting against inevitable obstacles. But when the tax is large, the effort 
of shifting is of lesser significance, and he will experiment with whatever 
possibilities exist for shifting. 

Granted that the employer would be anxious to shift this tax, we consider 
the probable success of the shifting effort. We first consider possible forward 
shifting through an increase in the price of the product to the buyer. A tax 
on payrolls obviously bears close relation to marginal costs of production. 
Taxes paid on the wages of workers are similar to the costs of materials used 
in production. An increase in marginal costs is tantamount to a decrease in 
supply, and results in some increase in price. If the demand for the product 
is relatively elastic, an increase in price will entail major reduction in quan- 
tity marketable, and will almost inevitably decrease the seller’s net income. 
The resistance of buyers to forward shifting is far less vigorous when demand 
is inelastic and but slight decline in quantity sold accompanies increased 
price. 

It is doubtful that any serious resistance to forward shifting is to be found 
in competition from untaxed employers. It is sometimes argued that the ex- 
istence of untaxcd employments will make shifting difhcult by taxed em- 
ployers, since there is no urge to raise prices in the former. But the validity 
of this argument depends upon the effectiveness of competition between taxed 
and untaxed employers. In the case of the IV 2 per cent tax on payrolls for 
old-age benefits, the principal exempt employers are agriculturalists, govern- 
ments, non-profit organizations, and employers of casual workers. The gen- 
eral categories of taxed employments are industrial production, finance, and 
wholesale and retail trade. Clearly there is little opportunity for substitution 
of the products of untaxed employers for those in taxed lines. This obser- 
vation implies that taxed employers will not to any important degree be 
inhibited from attempting to shift the tax forward for fear of losing their 
markets to untaxed employers who have no incentive to follow suit. There is 
somewhat greater possibility of competition between taxed and untaxed em- 
ployers in the case of the 3 per cent unemployment compensation excises on 
payrolls. For this tax not only exempts the employments mentioned above, 
but adds two other completely or partially exempt groups: those employing 
fewer than eight employees,^^^ and those whose records for stability of em- 
ployment are such as to grant them the benefits of lower tax rates under the 
merit rating system. With the possible exception of the retail and service 
trades, the employers of fewer than eight persons do not figure large enough 
in the total picture to offer a serious competitive threat, especially in view 

i^But the limit is lower than eight employees under the laws of twenty-nine states, 
Seventeen states apply the taxes to employers of one or more workers, 
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of the fact that any marked substitution of their products for those of larger 
employers would place them in the taxed class themselves. The possibility of 
competition from those employers with higher merit rating and thus lower 
tax rate is less clear. The merit rating of a given employer is not likely to be 
stable over long periods. The impact of cyclical and technological change will 
probably be stronger in the typical case than the merit rating incentive. It 
would seem reasonable to expect, therefore, that merit ratings rise and fall 
more or less uniformly for largo groups of employers. To the extent that 
this docs occur, there is less competitive differentiation among employers at 
a given moment than might be expected. Furthermore, differences in merit 
rating at a given moment among competing employers, though they impose 
different rates of unemployment tax, will frequently entail compensating ex- 
pense to the highly rated employer. If in the face of cyclical or seasonal de- 
cline in sales employment is maintained at a stable level, this stability (and 
high merit rating) may be attained by the incurring of expense which at least 
partially offsets the tax rate advantage. And if stability in employment is 
maintained by hesitancy in adopting technological improvements it is likely 
that a differential in cost of production partially offsets tax benefits. On the 
whole, therefore, we conclude that in the ca.se of neither of the employer 
payroll taxes does competition from lower- or non-taxed employers signifi- 
cantly discourage forward shifting. 

It seems clear that employers typically will bear but a small part, if any, 
of the taxes on payrolls, since these taxes offer essentially the same forward- 
shifting possibilities as do general taxes on consumption. Wc have still to 
consider, however, the possibility that such taxes may be shifted backward 
to the workers in reduced “take home pay.” The general consensus of those 
economists who have written on the subject appears to be that backward 
shifting of the employer taxes is the most likely of the various alternative pos- 
sibilities. The reasoning leading to this conclusion is essentially the same as 
that which concludes that the incidence of the income tax on the laborer’s 
wages rests with him. That is, the same reasons why the worker cannot shift 
his wage tax forward explain why his defenses against backward shifting of 
the employers’ taxes are weak. The first of these reasons is that workers 
cannot shift from taxed to untaxed employment in order to avoid acceptance 
of incidence. If such migration were possible the supply of labor in taxed 
employments would decline, and the wages of those remaining could rise to 
include the tax. But all of the factors contributing to labor immobility militate 
against migration, and particularly the fact that entrance into the exempt em- 
ployments would involve occupational change. In addition, the area of un- 
taxed employment is relatively small as far as the aptitudes and training of 
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the average covered laborer are concerned. Finally, migration to untaxed 
employment means migration to employment not covered by the benefits of 
old-age insurance and/or unemployment compensation. 

A further reason for believing workers to be liable to the incidence of 
payroll taxes is that these taxes do not increase the demand for goods in gen- 
eral. Thus the demand for labor in general would not increase. On the other 
hand, attempts to raise prices to shift the tax forward would result in some 
decline in output and in employment. Under conditions of labor competition 
and typically inelastic labor supply the new equilibrium would be expected 
to occur at lower net wages, and the tax in the long run would be shifted 
backward.^-'* There are always, of course, short-run qualifications of the con- 
clusion that the employer payroll taxes are largely shifted to labor. Producers 
under cost-plus contracts (e.g., in wartime production for government) can 
generally shift these taxes forward in the price of the good. Likewise, in 
boom periods of labor shortage and great demand for products there will be 
less resistance to forward than to backward shifting. And at the time of 
institution of payroll taxes on employers existing wage contracts will pro- 
hibit backward shifting for the duration of those contracts. Undoubtedly in 
the long run more effective bargaining organization by employees will shift 
a larger share of the tax to unorganized buyers of the product. 

A final reason to expect general backward shifting of the taxes is found 
in the use to which the funds are put. We have already noted that migration 
from taxed employment to untaxed employment will be hindered by labor 
realization that such migration terminates rights to social security benefits. 
This fact may be generalized, to indicate that labor’s resistance to backward 
shifting is weakened by general feeling both by labor and by the public that 
the benefits of social security accrue to labor and that the major part of the 
expense should therefore be borne by labor. And if it is commonly agreed 
that the incidence of all such taxes should be upon workers,^*^ there is greater 

13 Neither the size nor the duration of unemployment benefits is sulhcient to encourage 
permanent unemployment in preference to absorption of the tax in slightly lower wages. 

14 Conversely, in depression periods, unless there are major public works and work 
relief programs in operation, labor^s defenses against backward shifting are weak, whiic 
low demand foi’ goods makes buyer defenses against forward shifting stiong. 

IE Common presumption that the burden of financing social security should be wholly 
upon the worker is not to be taken as clear evidence that this is where the burden 
logically belongs. Since unemployment is likely to be a serious problem principally as 
an effect of the business cycle, such a presumption implies that labor as a class is re- 
sponsible for its occurrence. This implication is clearly unreasonable. And it would be 
very difficult to demonstrate that old-age dependency in the absence of retirement an- 
nuities is wholly the fault of labor. Maintenance of oyer-age and unemployable workers 
is obviously a cost to be borne by the economy which leaves them at termination of 
employment without adequate financial reserves of their own. 
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likelihood that incidence will be upon them. In summary wc find the inci- 
dence of the social security taxes to be principally upon employed workers. 
The wage (income) tax deducted at the time of wage payment is clearly 
upon the wage-earner. The two excises imposed upon employers and meas- 
ured by their payrolls differ in two principal respects: (1) the unemployment 
compensation tax is by a considerable amount more severe than the old-age 
benefits excise, and (2) the former partially or completely exempts some 
wages not exempt under the latter. It is believed, however, that neither of 
these nor a combination of both has significant effect upon incidence. It 
seems clear from the evidence, though admittedly the conclusion involves 
weighing tendencies against one another, that the major part of the incidence 
of the excises is upon employed labor in the long run. The remainder of 
incidence is upon buyers of the products sold and upon the sellers, the major 
share of this remainder being upon buyers. These are generalizations which 
do not ignore the fact that the lines of least resistance to shifting vary among 
firms, among industries, and with changes in cyclical conditions. It is worth 
observing that historical conditions have been such as to strengthen the an- 
alytical conclusion that incidence is principally upon labor. The social se- 
curity taxes originated during a period of rising wages and retirement of gov- 
ernmental relief programs. Such conditions make absorption of the taxes by 
labor more likely. And once shifted, so that tax incidence is merged in going 
wage rates, the friction of tradition makes for permanence. 

SOCIAL SECURITY TAXES IN THE REVENUE SYSTEM. The titles of 
the Social Security Act providing respectively old-age benefits and unem- 
ployment compensation have exclusively claimed our attention in this dis- 
cussion because they provide special taxes for their financing. It is desirable, 
however, to outline briefly the larger connection between the tax collections, 
the payment of benefits, and the handling of funds, in preparation for study 
of the compensatory aspects of the social security system. The major part 
of unemployment compensation excises upon employers is collected by the 
states and deposited to the credit of the particular state in the federal Un- 
employment Trust Fund. The Unemployment Trust Fund is invested by the 
Social Security Board in United States government securities, and interest 
on these investments is paid to the Fund by regular appropriation of Congress. 
The old-age benefit system is wholly federal; the taxes on employers and 
employees are paid into the Old Age and Survivors’ Insurance Trust Fund, 
and benefits arc paid from the Fund. This Fund is likewise invested in Treas- 
ury securities. 

Both plans aim to accumulate reserves in good times which may be later 
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drawn upon for benefit payments. In the case of unemployment compensa- 
tion it is admitted that unemployment is not an “insurable risk,” since there 
is no such thing as an unemployment experience pattern which may be de- 
pended upon to repeat itself. The plan calls for payment of benefits only so 
long as the rcseiwe funds are adequate, and although the federal government 
might feel compelled to carry on benefit payments if state funds became 
exhausted, the law does not provide for it. The reserve fund for old-age bene- 
fits contemplates accumulations for a period in excess of withdrawals, so that 
as the average age of the population increases benefits may be paid from the 
reserves to supplement current tax collections. Analogy with private insur- 
ance breaks down further when we recognize that benefits are not paid ac- 
cording to contract but according to law. The amount of the benefit paid is 
determined by the wage history of the beneficiary, and not his individual con- 
tributions to the funds. (Since contributions are based on wages there is some 
rough relation of contributions to benefits, but the relation is by no means 
as precise as in private insurance.) 

The absence of correlation between individual contributions and indi- 
vidual benefits suggests that these two social security programs have little 
in common with private insurance contracts. They are more logically con- 
sidered as of the same pattern as state highway expenditures, where special 
taxes on motorists are covered into a special highway fund, which is then 
utilized for highway construction and repair. If the highway fund is inadequate 
to finance a road-building program the difference is provided by appropria- 
tions from the general fund. Both social security programs provide for the 
building of surplus funds in favorable times and their use when required to 
meet legislated benefits. It is highly likely that the states would provide con- 
siderable amounts of general funds if the unemployment compensation reserve 
fund were depleted. And it is equally probable that deficiencies in the old-age 
reserve account would be made up from the general funds of the federal 
Treasury before benefit payments were reduced. 

In the case of the latter, failure of Congress to impose old-age taxes at 
rates contemplated in the original reserve scheme can reasonably be inter- 
preted as acceptance of a part of the old-age obligations as a charge upon 
general revenues. There are, indeed, those who oppose the accumulation of 
reserves for payment of old-age benefits. They reason that each generation 
should and does take care of its aged. When current old-age taxes equal 
current benefit payments this is clearly being done. But even under the re- 
serve plan the same results occur. For a current excess of tax receipts over 
benefit payments increases the Old Age Trust Fund, which like the Unem- 
ployment Trust Fund, is invested in Treasury securities at current interest 
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rates. The borrowing of lhe.se surplus fund.s by the Trea.sury makes possible 
their use for the payment of general government expenses. A.s a matter of 
fact, therefore, collection of social security payroll and wage taxes in excess 
of current benefits provides funds for general expenditure, while in the future 
if current taxes are inadequate to meet benefit obligations the dilTerence must 
come from general revenue sources."'' Thus each generation docs care for its 
aged and unemployed, whether or not reserves arc accumulated. The reader 
will note that this is also true whether the social security scheme is govern- 
mental or private. For consumption at any time is made possible by current 
production. 

COUNTER-CYCLE SOCIAL SECURITY TAXATION 

The social security payroll taxes arc among the most regressive of all taxes 
in their economic effects. Their incidence is principally upon the lower-in- 
come wage-earning class and to a much lesser extent upon consumers. They 
are peculiarly regressive in terms of income because they are proportional 
to wages only up to $3000 per worker. Since wages represent substantially 
the whole income of the typical wage-earner it is as if the taxes were at flat 
rales on income up to $3000 and at zero rate above that level. The long-run 
implications of such taxes for the general level of consumption in the econ- 
omy arc therefore clear, and they operate precisely in tlie wrong direction. 
The inauguration of the social security taxes thus introduced a significant 
element of regression into the tax .system as a whole. 

Granted their persistent long-run downward pressure on the level of con- 
sumption, their burdens become more intense in depression than in prosperity. 
This is true in spite of the fact that no payroll taxc.s arc paid by or for the 
unemployed worker. But little comfort can be taken from unemployment as 
an escape from the tax. And for those who remain employed, probably at 
lower wages, the flat rate of tax imposes a heavier burden. Added to this 
is the fact that in depressed markets and with extensive unemployment the 
resistance of consumers to tax shifting strengthens while the resistance of 
workers weakens. Thus less forward shifting and more backward shifting 
^of tlic taxes onto employees is likely. 

io It does not follow, of course, that use of .surplus funds for general expenditure 
represents a betrayal of tru.st. It ha.s been argued in pre.sidential campaign.s since 1936 
that an irresponsible government .squandered social security rcserve.s on "boondoggling” 
projects. If this were not true, why do the social security re.serves contain nothing but 
government debt? The implication of fraud is, of course, ab.surd, for it could be made 
with equal force against all private insurance companies, whose cash holdings are 
always less than their legal reserves. So long as the obligation to pay benefits Is honored 
and revenue resources are sufficient to support the obligation, it would be utter folly 
to accumulate huge reserves of cash. 
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On the other hand, the old-age security and unemployment compensation 
programs offer one of the few opportunities for reasonable application of the 
benefit principle in taxation. For a large share of the benefits of these pro- 
grams accrues to individual insured workers. And since these individual bene- 
fits are in the nature of cash payments, there is no difficulty involved in meas- 
uring the amount of benefit in the individual case. In fact, it is reasonable 
to consider the social security tax payments as the approximate equivalent of 
prices paid for insurance services. So considered, the regressiveness of the 
payment is of less concern than would be the case if such taxes were simply 
covered into the general funds of government and used for general govern- 
mental purposes. 

At the same time, there are important elements of general social benefit — 
as distinguished from individual benefit — ^in such social security programs. 
Prevention of dependence of the aged and the unemployed, and maintenance 
of a higher level of consumption, are objectives in the general good. It is 
therefore logical that something less than full reserves be accumulated out of 
payroll taxes, and that the remainder be a charge upon the general funds. 

Though social security taxes upon workers’ wages are regressive, their 
burdens are distributed roughly in accordance with the distribution of social 
security benefits. And there are definite morale advantages in making the 
worker feel entitled to his benefits because he has paid for them. Further, 
the assumption of a major part of the expense of the program by its bene- 
ficiaries may well serve to discourage irresponsible drives for extension of 
the benefit system beyond the limits established by the productivity of the 
economy. There thus appear to be reasonable grounds for continuation of 
the system of tax contributions by those who stand to benefit individually. 
However, such a system offers little opportunity for counter-cycle adjustment 
of the payroll taxes, except as employment and wages vary through the cycle 
and thus possess some elements of built-in adjustment. With respect to such 
adjustment it is fortunately not likely that tax collections in recession and 
depression will approach the volume of benefit payments, and therefore in- 
come-generating deficit spending will automatically occur. And in pros- 
perity, tax collections will almost inevitably exceed benefit payments. Such 
further adjustment to cyclical conditions as is needed — and far more will be 
needed — should come from outside the social security program. That is, 
other governmental expenditures and other elements of the tax system must 
provide elasticity sufficient to offset the rigidities of the social security program 
and to bring the whole fiscal system into appropriate balance with respect to 
counter-cycle requirements. 

We turn now to a brief description of two kinds of taxes whose importance 
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earns for them only brief mention. Though of minor significance, they should 
not go unmentioned; on the other hand, each is peculiar to itself, defying 
classification along with any of the major taxes previously discussed. We 
therefore bring them in at this point, as miscellaneous taxes briefly discussed 
at the end of our survey of tax types. 


POLL AND CAPITATION TAXES^'^ 

The principal taxes of local governments in the early period of American 
history were those on “polls and rateable estates.” The latter was the property 
tax, while the former was a flat amount levied upon persons. The term “poll 
tax” has become more common than “capitation tax” or “head tax,” because 
it implies the usual limitation of the tax to those of voting age. At the time 
when the poll tax was established there were several reasons for limiting its 
application to mature males. In the first place its proceeds were devoted 
largely to road construction and maintenance, and in a period when money 
was scarce taxpayers were generally allowed to “work out” this tax in labor 
on road.s. Mature males only could be expected to possess ability to pay in 
road work, ability being measured in terms of capacity for hard physical 
labor. The limitation of the tax to those of voting age suggests also a rough 
form of application of the principle of ability to those who would pay in 
money. For most persons under twenty-one would not be financially inde- 
pendent.^^ In the second place, taxation without representation was unpopu- 
lar, and a person who was not old enough to vole could not justly be re- 
quired to pay a personal tax. Finally, in some states, payment of poll tax 
was prerequisite to possession of the voting privilege, and the intention was 
to deny the franchise to certain groups.^® There was obviously no object in 
erecting a poll tax barrier to voting by those who were already denied the 
franchise on other grounds. 

I'l'A good short description of these taxes, with bibliography, is presented in Carl 
Shoup’s article, “Poll Tax,” In the Encyclopaedia of the Social Sciences. 

In approximately one-third of the slates the poll tax can still be paid in cash or in 
road work. The latter, however, is attractive only to the very itnpecuniou.s, since this 
labor carries very low value for tax purposes. In 1938 the highest maximum rate at 
which the tax could be "worked out” was $2 per day. Louisiana counted road work as 
worth 5C)i^ per day for tax purposes. Payment in labor is discouraged principally for the 
reason that modem methods of road construction and maintenance can hardly make 
good use of many mi.scellaneous, untrained, and out-of-condition laborers. 

Rates of poll tax in 1952 range from a figure of $1 per poll in many localities to 
a maximum of $7,50 in one state. Several localities permit the duplication of the poll 
tax by different governmental units (counties and cities) and by special districts (road 
districts and school districts). The payment of poll tax as a direct requirement for 
voting is now required in only six or seven states. This requirement remains only in 
Southern states, and poll tax rates are in general somewhat higher in Southern than in 
other states. 
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The poll or capitation tax is now employed principally by local govern- 
ments. Frequently it is a principal source of county revenues, particularly in 
those states where the counties continue to exercise responsibilities for public 
roads. In general, however, it is regarded as a city, town, or village tax. 
The uses to which poll tax revenues are put have shown little change over 
a period of time. Earmarking of such revenues is still very common, and 
what began as a road tax has been devoted to few additional purposes. Sub- 
stantially the only purpose other than roads to which these revenues are 
devoted is that of public school operation. 

With few exceptions the poll tax is badly administered by local govern- 
ments. Its revenue productivity is small at best, generating little enthusiasm 
for careful administration. In many localities its administration has been so 
down at the heels for so long that evasion has become a major sport, in the 
supposedly harmless nature of “cops and robbers.” The very tradition of 
poor administration has generated so general a disrespect for the poll tax 
that improvement of its administration is doubly difficult. And finally, in 
some sections of the United States, evasion of the poll tax is quite generally 
desired for political reasons, since failure to pay the tax disqualifies the person 
from voting. 

Were it not for the political and social implications of its use to withdraw 
the franchise from large numbers of citizens, and for the fact that a spirit of 
evasion with respect to one tax is easily communicable to other taxes, the 
general failure of the poll tax would be cause for rejoicing. For in terms of 
tax theory it is a bad tax. Its base is the individual person, and not his income 
or any near or distant relative of it. All persons subject to the tax pay the 
same amount. It is thus regressive with respect to personal income. Its in- 
cidence is simple; the payer of the tax bears its incidence, as there is no price 
vehicle for either forward or backward shifting. But though its continued ex- 
istence is anachronistic, its long history and the lightness of its burden upon 
those who principally mold policy combine to offer little hope of its general 
abandonment. 

THE UNJUST ENRICHMENT TAX 

The Supreme Court decision in Butler v. United States (1936) voided the 
first Agricultural Adjustment Act and the taxes imposed by it upon the 
processors of certain agricultural products. The decision created real con- 
fusion concerning the status of some $200 million of taxes impounded pend- 
ing decision of the case, and some $1 billion of taxes collected since 1933 
and spent for agricultural benefits under tlie Act. Almost immediately a series 
of court orders and decisions directed the return of impounded taxes to in- 
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dividual processors who had paid them under protest. Clearly a difficult situ- 
ation was presented. In general, it was correctly assumed that .substantially 
the whole tax had been shifted forward to consumcr.s in increased prices. 
Thus, the processors legally entitled to a return of impounded ta.xcs had, in 
general, already been reimbursed by buyers of their products, and the return 
of impounded taxes would create a nearly pure windfall."" Furthermore, those 
firms which had paid their taxes without protest were apparently not entitled 
to refund. The return of these impounded taxes would thus create grave in- 
justices between producers and consumers, and among producers. Clearly it 
was impossible to find those who had borne the incidence of the impounded 
taxes, even if return of the funds to them could have been made legal. And 
the same problems existed with respect to the billion dollars in taxes formerly 
collected and already spent, although their return had not been ordered. 

At the request of the President, Congress passed the Unjust Enrichment 
Tax, designed to recoup returned taxes, as well as to settle the larger problem 
of taxes paid without protest. The measure provided for a flat rate of 80 
per cent upon the net income of any person or firm, arising from: (1) Any 
federal excise tax imposed but not paid (this was to recover ta.xcs added to 
price prior to the court decision but not paid to the 'rreasury ) ; (2 ) any reim- 
bursements to a taxpayer by persons who sold goods to him when the tax- 
payer shifted the tax forward (such cases would infrequently occur; they 
might occur when a processor or wholesaler was a parly to suit against the 
Act and had carefully arranged to bear the tax); (3) any refunds of shifted 
excise taxes improperly or illegally collected (this provision was to recoup 
impounded taxes as well as to forestall suits to recover processing taxes which 
had previously been paid without protest).-’- Although the law was drawn in 
general terms to cover all federal excises, it was specifically directed toward 
the processing taxes. 

The law was probably effective in discouraging litigation which if success- 
ful would have created “unjust enrichment,” though the tax produced little 
revenue. The Treasury estimated in 1936 that approximately $82 million 
in revenue would be received from the tax in 1937 (the only year in which 
it was expected to produce revenue),^" though receipts were actually but $6 
million in that year.“'’ By Congressional resolution in 1937 the Commissioner 
of Internal Revenue was empowered to extend the period of payment, and 
in 1951 payments were not yet entirely complete. Nevertheless, the total of 

20 One firm would have been entitled to refund of approximately $4 million. 

21 Cf., Title III, Revenue Act of 1936, for provisions of the law. 

Annual Report of the Secretary of the Treasury, 1936, p. 385. 

23 Ibid., 1937, p. 298. 
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collections to the end of fiscal 1945 amounted to only about $43 million, and 
in that year payments had dwindled to $180 thousand. The meagerness of 
revenue collection under the unjust enrichment tax was due primarily to the 
fact that the major part of the Impounded taxes was paid by firms which 
could show that the incidence was upon them. They therefore received refunds 
of processing taxes but were not subject to unjust enrichment taxes. 

It may be inquired why we devote attention to a tax of such insignificance 
with respect both to life span and to revenue productivity. Granted that the 
unjust enrichment tax has played a very minor role in the fiscal system, it is 
nevertheless interesting for two reasons. First, it represents a new departure 
in taxation, using a tax measure to pick up specific windfall incomes regarded 
as socially unjust or undesirable. As such, it may prove to be a useful tool 
with which to meet in the future a fairly wide range of situations.®'^ But 
more important, the use of such a tax involves application of specific con- 
clusions as to the incidence of other taxes. The tax of 1936 was constructed 
upon the assumption that processing taxes were shifted by sellers. Any other 
interpretation would deny the “unjustness” of the enrichment. It is interesting 
to note the legal treatment of the economic concept of incidence, for the 
law was required either to accept a simple hypothesis with respect to inci- 
dence, or to set up a workable measure of the degree of shifting in the indi- 
vidual case. Actually it did the latter, though with reservations. The extent 
to which the tax was shifted was computed by comparing the seller’s margin 
while the tax was imposed with his average margin on the same good in the 
same quantities for the six years immediately preceding imposition of the 
tax. The seller’s margin was his selling price per unit less the cost of the good 
per unit to him. In the case of the manufacturer, cost meant cost of ma- 
terial only; in the case of goods purchased for resale, cost was simply the 
price paid for the good at the time of purchase. For example, suppose that 
during the period 1927-33, the seller had had an average margin of 20 cents 
between the cost and selling price per unit of his product. Suppose that in 
1935, his product then being subject to processing tax, his margin had risen 


2-4 For example, in early 1947 its revival was tentatively suggested in connection with 
the frightening portal-to-portal pay suits. Though the poital-to-portal flurry quickly 
disappeared, there was for a time concern lest the legality of suits claiming retroactive 
pay would severely affect the condition of the Treasury. For if wage claims totaling ap- 
proximately $5 billion had been judicially upheld, the Treasury could have been apeted 
in two ways. Firms required to pay heavy wage claims could in some instances establish 
claims for refunds under the excess profits tax, by carrying back loss credits against 
excess profits taxes paid during the war. Also, it is conceivable that some copplus war 
production contracts would require re-negotiation at higher pnees p the mdings o 
increased labor costs. The temper of the Congress would very likely have defined retro- 
active portal-to-portal pay as “unjust enrichment.” 
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to 23 cents per unit, assuming comparable quantities in the two periods. 
The diTerence in margin is 3 cents and if the processing ta,x on the taxed- 
comniodity-contcnt of his good were 4 cents per unit he would have been 
assumed by the law to have shifted three-fourths of the tax and borne the 
other fourth himself. He would be entitled to keep one-fourlli of these 
processing tax payments returned to him, but three-fourths of the refund (less 
cost of obtaining the refund) would be subject to unjust enrichment tax. This 
was, of course, only a rough and ready measure of the degree of tax shift- 
ing. It takes little account of a host of variables affecting the firm’s demand 
and costs. The improvement in the general demand situation between 1933 
and 1936 might well have brought a natural increase of margins irrespective 
of the tax. But any less simple measure of shifting would have multiplied 
administrative difficulties, and a recognition of its lack of precision is re- 
flected in a tax rate of 80 per cent rather than 100 per cent. 
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POLICY AND PROBLEMS 


STATE AND LOCAL GOVERNMENTAL RELATIONSHIPS 

The federal system in the United States contemplates a division of govern- 
mental sovereignty between two levels of government, federal and state. The 
area in which the federal government exercises sovereignty is that of foreign 
and interstate relations. A state exercises sovereignty in matters peculiarly 
confined within its own boundaries. There are, of course, areas of distinct 
overlapping between intrastate and interstate affairs, and the lines of de- 
marcation between the two require frequent definition by the courts in cases 
of specific conflict. 

Local governments, embracing county, city, town and village governments, 
and special districts possess no sovereign powers in their own right. Local 
governments are thus seen in American political practice as administrative 
agencies of state governments, on the one hand required by the state to per- 
form certain functions, and on the other hand limited by the state with 
respect to ways and means. Local governments have rather frequently found 
themselves in the unfortunate position of the subordinate in a chain of 
command: required to carry out an order with insufficient freedom or au- 
thority to accomplish the requirement successfully. 

Though this complaint of local government is frequently heard and though 
it is frequently justified, there is another and opposite situation which can- 
not be ignored, ft is that if local governments were unrestricted in their choice 
of services and the means of maintaining them, standards of performance 
would be highly varied. Some local governments have been inefficient and 
irresponsible, and the only solution to this problem may well be the centrali- 
zation of authority in government at a higher and more inclusive level. 

The responsibility for performance of local functions such as public edu- 
cation, construction and maintenance of local highways and roads, and ad- 
ministration of certain personal welfare activities are, in the last analysis, 
the responsibility of the sovereign state governments. At the same time it is 
generally agreed that there are distinct advantages in local and more intimate 
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administration of these activities. The personal interest of parents in the 
quality of public education offered their children is presumed to be a power- 
ful motivating force in providing adequate facilities and good teachers. And 
because these same parents (and their neighbors) arc required to foot the 
major part of the bill, it is believed that strong incentives to cHicicnl school 
operation without undue frills arc created. As to local highways, the theory 
is that local residents arc in the best position to judge the necessity for road 
improvement and to distribute improvements ftiirly or sensibly throughout 
the locality. And it is reasonable to assume that local residents who know 
their neighbors and who have a personal interest in the height of local tax 
rates are in the best position to temper mercy with hard-headed evaluation 
of charitable and welfare expenditures. 

The case for local administration of important state functions is a strong 
one. It is less strong in principle, however, if local governments simply spend 
funds passed to them by the state than if these local govcrnment.s are required 
to raise the necessary money through their own revenue systems. It is this 
latter which imposes the important check upon wasteful expenditure. At the 
same time the sovereign state government cannot escape ultimate responsi- 
bility for assuring the performance of such important functions respectably. 
Direct or indirect coercion upon local governments is therefore necessary at 
times, when the locality attaches liscal virtue to cxce.ssivc niggardliness. The 
argument for decentralization, for “home rule” and local autonomy, is thus 
an appealing one, while the decentralization of responsibility opens the door 
to such a variety of standards of performance as to qualify one's enthusiasm 
for letting local governments “carry the ball.” 

FISCAL PROBLEMS OF LOCAL GOVERNMENTS 

Most of the fiscal problems of local governments in the United States stem 
from the rigidity of their revenue systems and inflation in the costs of per- 
forming their principal functions. The solution to these problems lies, there- 
fore, in reducing expenditures and/or increasing revenues. 

PROMOTION OF EFFICIENCY. There would appear to be only two ways 
to reduce expenditures by local governments: to perform given functions at 
a higher level of efficiency or to lower service standards. We deal with the 
former in this section. 

There can be little doubt that the United States is over-organized at the 
local government level. The very multiplicity of levels of government within 
the local category implies that the performance of their functions is fre- 
quently spread too thin. Most experts would probably agree that county gov- 



FISCAL PROBLEMS OF LOCAL GOVERNMENTS 


487 


ernmcnt is largely an anachronism in our system. In the Northeastern states 
this is particularly true; the county stands as an artificial geographical and 
political entity whose functions are the maintenance of certain courts and 
participation in the provision for the aged and the indigent. The allocation 
of judicial responsibilities to the county as a unit appears to have resulted 
from a desire to give it something to do; it is not at all apparent that the 
county is a peculiarly appropriate district to perform the judicial function. 
Concerning the charitable services provided by the counties, the state govern- 
ments have all but taken over these services in centralized provision for a 
variety of welfare services, and quite probably the complete absorption by 
the stale of that part of this function not performed by the towns would 
markedly improve the level of welfare service. 

Elsewhere in the nation the counties have traditionally played a major 
part in the administration of local highway systems, in addition to the per- 
formance of welfare services. But the rapid growth of state highway systems 
has transferred the responsibility for major highways to the state government. 
The remaining local roads beyond city boundaries, stUl the responsibility of 
the county, might profitably for all concerned be placed under the state. 
It is almost certain that the highway job can be done both more cheaply and 
with more acceptable quality by centralization. In general, therefore, the 
county stands as an essentially hollow governmental shell, and its disappear- 
ance would more often than not pass uimoticed except as improvement in 
quality of service became apparent. 

The elimination of county governments would leave a multiplicity of local 
governments, ranging from town, city, and village governments to subdi- 
visions in the form of school districts, fire districts, road districts, sewer and 
water districts, and the like. These latter subdivisions frequently possess a 
rather high degree of independence of city and town governments in matters 
of taxation and expenditure. The rationale for this independence has gen- 
erally been either to vest special groups of particularly interested or qualified 
persons with power to carry on specialized functions as they see fit, or to 
create specialized boards of trustees over local debt incurred for specialized 
purposes. Though the objectives in creation of such subdivisions are fre- 
quently commendable, it is difficult to see why the same interests and talents 
cannot be mobilized under an integrated local government, with die special- 
ized services participating in an integrated budget under legislative control. 
The present multiplicity of local governments seems to be largely historical 
accident strongly influenced by an indigenous tendency to over-organization. 

The dispersion of local governmental functions among several independent 
or semi-independent “governments” may easily result in inefficiency through 



STATE AND LOCAL FISCAL POLICY AND PROBLEMS 


4S8 

inadequate control. Much more important, in all probability, is the ineffi- 
ciency inherent in the fact that the area to be governed is too small to justify 
the existence of governmental organization. Up to a point, at least, efficiency 
in administration — both as to cost and to quality of service — increases with 
the size of the unit administered. When the job is big enough it justifies the 
employment of full-time personnel, it permits the selection of qualified ad- 
ministrators, and it makes possible effective organization for the job. l.ocal 
“governments” operate in units ranging in population size from the local 
school district or the small village or township to the giant metropolis. In 
Table 5 (Chapter 3) we noted a consistent tendency for per capita expendi- 
tures to increase as the population of the city increases. For our present pur- 
poses, however, the figures of per capita expenditures arc not the significant 
ones. For the larger the city, generally speaking, the wider the variety of 
services performed, and this will account largely for the uninterrupted upward 
trend of per capita expenditures as we go from the smallest to the largest 
population class. What is more significant is to compare per capita costs of 
performing the same services by government in various size-classes. The 
data available, though not extensive, show the optimum size in terms of per 
capita costs for county government to be somewhere between 30,000 and 
50,000 population.’ Below thi.s optimum size, expenditures in the nature of 
overhead are distributed among too few persons, while above the optimum 
size the organization ajipears to become too complex for maximum efii- 
ciency. 

It seems clear that a major obstacle to eflieiency in local governments is 
inadequate population size embraced by the majority of governmental units. 
If greater efficiency is to be accomplished the units must be increased in 
size. This is clearly evident in the development of regional schools, which 
typically represent cooperative arrangements transcending local government 
boundaries so as to provide both an adequate number of pupils to justify 
the necessary outlay and to broaden the revenue base for performance of the 
service. 

The representative local government in the United States is not of sufficient 
size to permit fiscal efficiency. At the same time, however, one would be 
extremely optimistic to suppose that a reshuffling of governmental boundaries 
is likely to come about in the near future, pennitting the accomplishment of 
the presumably significant saving in the costs of those functions which are 
accepted as being “local” in nature. For the present system is deeply mired 
in tradition, in group loyalties, and in legal — even constitutional — arrange- 

1 See a summary of several studies in Hansen, A. H., and Perloff, H. S., State and 
Local Finance in the National Economy, N. Y., Norton, 1944, pp. 72-74. 
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merits. A realistic view of the situation leads to little optimism concerning 
the probability of significantly greater efficiency in the use of public monies 
among these governments. On the other hand, county government has fallen 
into rather widespread disrepute in the popular mind precisely because it is 
fiscally inefficient, and its abandonment or atrophy in sections of the United 
States appears but a matter of time. Furthermore, there is a noticeable trend 
toward integration of the relatively independent subdivisions of local govern- 
ments with these local governments. The formal consolidation of townships 
into fiscally efficient communities is by no means an unreasonable expectation 
over a period of time, in view of the prevalence of fiscal crises among these 
inefiicient units. More probable, however, is the creation of regional author- 
ities which modern conditions demand, here and there taking important 
functions out of the hands of inefficient units (state as well as local) and 
depositing them with more or less ad hoc governmental institutions capable 
of meeting the needs of adequate and efficient performance. The more 
widely this is done the more the small, inefficient governmental unit becomes 
merely a repository of tradition and not a vital governmental institution. On 
the whole, however, there can be little hope that in the near future the fiscal 
pressures upon local governments can be significantly relieved by the ac- 
complishment of real efficiency. 

LOWERING OF SERVICE STANDARDS. It was suggested earlier in the 
chapter that the fiscal problem of local governments could be solved by in- 
creased revenues or by decreased expenditures. The latter can be accom- 
plished either by getting more for the dollar or by being satisfied with less. 
We have seen that in the short run the prospect of securing more for the 
dollar by inducing marked efficiency is considerably less than promising. 
What about lowering service standards? Can we expect that communities will 
be satisfied by a lower quality of service performance by their local govern- 
ments? The evidence is clearly in the negative, for less adequate schools and 
less adequate highways would be quite inconsistent with levels of living in 
the United States, and it is reasonable to expect that higher standards will 
be demanded. 

Let us examine recent trends m community requirements with respect to 
the major, and therefore the more costly, local services. The outstandingly 
important local governmental services are the provision of public primary 
and secondary education and of local roads and highways. 

Table 39 on page 490 brings together pertinent statistical information con- 
cerning trends in public educational expenditures by comparing the school 
years 1939—40 and 1949—50. 
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TABLE 39 COMPARISONS OF 1939-40 AND 1949-50: CERTAIN ASPECTS OF 
PUBLIC ELEMENTARY AND SECONDARY DAY SCHOOLS “ 


1939-40 1949-50 % change 

25,434 25,111 -1.3 


I. Total Eniollmont (OOOI 

Elementary School Enroll- 
ment (OOO) 

First Grade (OOO) 

High School Enrollment (000) 

II. Average Salary of Classroom 

Teachers ($) 

Pupils Per Classroom Teacher 

III. Current Expenditure per Pupil ($) 
Capital Outlay per Pupil ($) 

IV. Revenue Receipts of Public School 
Systems ($ million) 

From Federal Government 
($ million) 

From State Governments 
($ million) 

From County Governments 
($ million) 

From Local Governments 
($ million) 


18,832 

19,405 

-i-3.0 

3,018 

3,170 

+5.0 

6,601 

5,707 

-13.5 

1,441 

3,010 

+ 108.7 

25.2 

24.4 

—3.2 

88.09 

208.83 

+131.5 

10.17 

40.39 

+300.0 

2,260 (100%) 

5,442 (100%) -1-140.8 

39.8(1.8%) 

155.8(2.9%) 

-1-402.0 

684.4(30.2%) 

2,16.5.7(39.6%) .f213.4 

151.1(6.7%) 

333.8(6.1%) 

+ 120.9 

1,385.3(61.3%) 

2,786.6(51.4%) 

-1-101.1 


Observable in tliis coniparativc table are three factors significant in the 
recent and future course of public education costs. The first is the remarkable 
growth in population during the decade of the 1940’s, reflected in the rise 
in enrollments in the lower school grades. This is a trend only partially shown 
in the figures, for birthrates were high during the latter part of the decade, 
and the effects of high birthrates arc shown in school enrollments some six 
years later. The decline in high school enrollments reflects the low birthrates 
of the 1930’s. This decline cannot, however, offset the rise in elementary 
school enrollments so far as the cost of educational buildings and equipment 
are concerned. For facilities are interchangeable only to a limited degree. 
And even if high school facilities could be converted to elementary school 
use, this would only temporarily alleviate pressure, as these facilities would, 
at an early date, have to be reconverted to high school use when the “bulge” 
in elementary schools carries into the high schools. The consequence of high 
birthrates has been overcrowding in the elementary schools and the necessity 
for a large volume of school building. This is one important element in the 
remarkable increase in capital outlay per pupil. 

2 Federal Security Administration, Office of Education, Statistics of State School Sys- 
tems, 1949-50, Washington, 1952, pp. 14, 15, 18, 20, 22, 23. 
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The second significant factor reflected in the table is the remarkable in- 
crease in prices and wages between the two dates. This fact would seem to 
be quite obvious to any student of the economics of the post-war years. It 
is shown in average salaries in 1950 over twice as high as in 1940. It is also 
an important factor in the remarkable increase in the cost of education per 
pupil, in terms of both current expenditure and capital outlay. 

The third factor to be observed is the public insistence upon a higher stand- 
ard of performance in public education. The tightening of requirements for 
certification of teachers, and similar developments, are not indicated in the 
table. However, a portion of the increase in elementary school enrollments 
is accounted for by an expansion — country-wide — of pre-school kinder- 
gartens and similar activities. The attempt to improve educational service is 
also evident in the decline in pupils per classroom teacher, the rise in teacher 
salaries, and the increase in capital outlay per pupil — reflecting in addition 
to higher prices the adoption of more and better equipment per pupil. 

The fiscal crisis in education is partially indicated in the figures in the 
table showing revenue receipts of public school systems. These figures do 
not show borrowings by local governments for school construction, which 
have increased greatly since World War 11, though they do include revenues 
used to pay for debt service. Over-all the revenue receipts are seen to have 
increased by 141 per cent over the decade. The major contributors to school 
expenditures are seen to be the state and local governments; though the con- 
tributions of federal and county governments have shown remarkable per- 
centage increase, these together represent less than 10 per cent of all revenue 
receipts. Receipts from local government taxes and fees for educational pur- 
poses have not kept pace with the increase in total revenue receipts or with 
total educational expenditures. On the other hand, grants from state govern- 
ments have risen more rapidly than the total. The fact is, therefore, that the 
states are participating financially in local educational activities to an increas- 
ing extent, while the financial part played by local governments, though still 
the largest, is declining. 

The construction and maintenance of local highways and streets impose 
fiscal requirements upon local governments which have created serious prob- 
lems of finance. If we consider expenditures only of cities of 25,000 popula- 
tion or larger, highway expenditures ranked behind the categories of public 
safety, schools, public welfare, sanitation, and general control in 1950.« We 
have seen in Chapter 3 that these classes of expenditure increase markedly 
with urbanization in the larger cities. Though recent figures covering the 

^ Conipendium of City Govcvnment Finctnees in 1950j p. 5. 
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expenditures of all local governments are fragmentary, it seems clear that 
street and road expenditures rank second only to education on a national 
basis. Motor vehicle registrations increased by 60 per cent between 1 940 and 
1951, and between the same dates streets and highways accommodated an 
increase of about 60 per cent in vehicle-miles of travel. ' Ihiginccring studies 
by the Automotive Safety Foundation in seven states between 1947 and 
1950 showed a simple average of deficiency of rural county and local roads 
of 63 per cent, and of urban streets of 43 per cent. 

The demand for more adequate local roads and streets has continued gen- 
erally to run far ahead of the willingness of local governments to accomplish 
improvement. This imposes an intense pressure upon local budgets for a 
higher quality of highway service. But the second factor of real importance 
in the picture is the phenomenal rise in the cost of construction and main- 
tenance of highways. The United States Bureau of Public Roads reports that 
maintenance expenses on county and local roads increased by some 41 per 
cent between 1940 and 1950, while its index of the cost of constructing a 
composite mile of highway (1925-29 ^ 100) showed an increase of over 
125 per cent between 1940 and 1951." 

The simple fact is that the relatively important local governmental services 
arc being demanded in larger volume at higher standards of excellence, and 
that prices per unit of these services have risen astoundingly. 

INCREASING REVENUES. On the revenue side, local tax sy.stems have 
remained virtually static over generations, property taxes representing almost 
the sole revenue dependence of local governments. The revenue instrument 
with which local governments may meet greatly increased requirements was 
seen in Chapter 15 to be naturally inelastic in revenue production and highly 
unequal in its allocation of burdens, for the ownership of property is a very 
poor criterion of ability to pay. But granted the unfortunate local dependence 
upon a poor tax instrument — a dependence imposed upon local governments 
by state constitutions or legislation — the local governments themselves have 
shown a surprising degree of irresponsibility in its use to meet rapidly rising 
fiscal requirements. Several alternative attacks upon the local fiscal prob- 
lem are possible. The first, and unhappily very widely employed, is to ignore 
the service demands. This is, of course, not an attack upon the problem at 
all; it pursues the policy of procrastination, permitting deficiencies in school 

^Computed from statistics presented in Automotive Safely Foundation, Highway 
Facts, U. S., 1952, p. 23. 

« Michigan, 1947; Washington, Oregon, Kansas, Nebraska, 1948; Mississippi, 1949; 
Ohio, 1950. Op. cit., p. 42. 

6 Op. cit., pp. 73, 74. 
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and highway construction to accumulate. Indeed, niggardly provision for 
schools in the 1930’s is to a considerable degree responsible for inadequacy 
of school facilities in the 1950’s. The second alternative is to apply the prop- 
erty tax more intensively, thus raising locally a larger volume of revenue to 
meet local requirements. Local governments have had to do this in order to 
maintain their pre-war positions, though it has been done rather conserva- 
tively. At first the line of least resistance was to raise property tax rates, but 
as these rates approached frightening levels a fairly general tendency to bring 
assessments of property into line with higher price levels is observable. But 
even here, an extreme conservatism is apparent. General reassessments have 
shown an unwillingness to revise values upward to a level near current values; 
preference for a late pre-World-War-II year is common. This unwillingness 
to bring assessments up to current values is partly explainable on grounds 
of public presumption that recent inflated price levels may be only temporary. 
In general, however, it reflects the inadequacy of the property tax itself; the 
raising of the required amounts of revenue by property taxation would so 
magnify the inequities in that tax as to cause much real hardship. 

The third of possible attacks upon the local fiscal problem may be to agi- 
tate for the substitution of other revenue measures for the property tax. In 
some of the larger cities this alternative has been pursued with vigor, though 
with moderate success. In states where constitutions limit local taxation to 
the property tax the obstacles are almost too great to be overcome. But even 
in states where the hurdle is lower because the obstruction exists only in 
statute law, the prospects have not been promising. For the state govermnents 
themselves are in fiscal crisis, and arc frantically searching for new sources 
of revenue, and under these circumstances they hesitate to permit to local 
governments freedom to select their own revenue instruments. Probably more 
basic, however, is the recognition in local government that it different tax 
measures are used the funds will be contributed by local citizens. Thus, any 
scheme for getting funds from “outsiders” is distinctly preferable. 

The fourth alternative attack upon the local fiscal problem is to turn to 
state governments for aid. In 1951 state governments in the United States 
contributed over $2.5 billion for education other than higher education, most 
of which was given to local governments for educational purposes.'^ Similarly, 
state grants to local governments for highway purposes amounted to slightly 
over two-thirds of a billion dollars in 1951.® This latter figure by no means 
reflects the full extent of state aid for highways, however. Some rather di- 
rect grants are not included, but more important, a very common method of 

r Compendium of State Government Finances in 1951, p. 33. 

B Idem,, p. 34. 
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assisting local governments with their roads is for the state to incorporate 
local roads into the state highway system, thus imposing the responsibility 
for reconstruction and for maintenance directly and permanently upon the 
state. 

Recent expansion in state grants to local governments to carry on their 
more expensive activities promises to continue in the future. The state is, 
after all, responsible for the performance of these important functions, and 
can hardly be expected to stand idly by while the functions languish in less 
wealthy or less responsible localities. As we have seen, the grant-in-aid is 
generally designed to permit more or less uniform performance of important 
local functions, in recognition of the fact that capacity to support these func- 
tions varies among localities. But there arc other practical reasons why state 
grants for education, highways, and public health and welfare can be ex- 
pected to expand. The composition of state legislatures, in which at least 
one legislative house is typically composed of representatives elected by the 
town or comparable local governmental unit, almost guarantees that state 
funds will be used on a larger scale to relieve the local governments of fiscal 
burdens. The local representative finds his thinking dominated by the needs 
of the locality which he represents; his first reaction is likely to be, “What 
will it do to or for my town?” Further than this, tlic very growth of grants 
from state to local governments has tended to orient the thinking of legisla- 
tors toward greater aid. It is ea.sy to fall into the comfortable assumption 
that one’s own locality is straining itself to the limit, and that additional aid 
must come from outside. 

The case for grants-in-aid rests upon two major foundation stones: the 
frequent need for aid in order to permit local governments of varying eco- 
nomic ability to perform functions up to a reasonably uniform standard, and 
the generally recognized fact that state revenue systems allocate tax burdens 
somewhat more appropriately than do local revenue systems which are almost 
exclusively dependent upon the property tax. But a system of grants has two 
major drawbacks. It tends to provide significant assistance to irresponsible 
as well as to responsible local governments, since in practice it appears im- 
possible to require governmental units to attain some standard of fiscal effort 
before grants are made available. Furthermore, the system of grants tends to 
relieve the sort of fiscal pressure on local governments which could push them 
toward improvement of their revenue systems. 

FISCAL PROBLEMS OF STATE GOVERNMENTS 

Much of what we have said concerning the crisis in local government 
finance can be applied with almost equal validity to state governments. The 
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problem is to find the revenues to support established and expanding state 
functions in an inflationary era. One may assume, however, that the problem 
of bureaucracy is somewhat more acute at the state level than generally at 
the local level. Departmental operations are larger and more impressive, these 
operations tend to be somewhat less personal in the relationships they in- 
volve, administrative and research activities tend to be intermingled to a 
considerable degree, and over-all management, both by the executive and 
the legislature, is likely to occur at arm’s length. It would be improper to 
assert that the consequence is a high degree of inefiSciency; we simply imply 
that the degree of inefficiency may be greater than it needs to be. 

As was mentioned in Chapter 3, the common practice among state gov- 
ernments of earmarking particular revenues for particular funds, to be used 
for the performance of particular functions, tends to weaken budgetary con- 
trol over expenditures. For when a function is amply endowed with productive 
revenues which cannot be “diverted” to other purposes, the budgeting process 
merely rubber-stamps expenditures to the extent of these earmarked funds. 
Even the ca.sual observer of state government operation is impressed with 
the lack of uniformity in facilities provided to different departments. One 
can almost identify the special funds of a state by observing the ratio of sec- 
retaries to executives, of telephones to employees, and the quality and quantity 
of office equipment. If funds which now support relatively high levels of 
living in some departments could be spread uniformly, more efficient use 
would usually result. 

EXPENSIVE FUNCTIONS OF STATE GOVERNMENTS. Four functions 
dominated the general expenditures of state governments in 1951, excluding 
expenditures of state business enterprises and insurance trust funds. Taken 
together, expenditures for these four purposes constituted 78 per cent of total 
general expenditures. They were, in order, education (29 per cent), high- 
ways (23 per cent), public welfare (18 per cent), and health and hospitals 
(9 per cent).® These four types of function absorbed about $1014 billion 
of expenditure. Of this amount, nearly 40 per cent represented grants to local 
governments for the performance of these stated functions.^® Education and 
highways lead the list of expenditures by the states, as they were seen to lead 
the expenditures of local governments. In the case of education, the major 
part of state expenditures (61 per cent) goes directly to local governments 
for the operation of prunary and secondary school systems. The remainder 
provides for state institutions of higher education, special technical schools, 

® Compendium of State Government Finances in 1951, p. 23. 

1® Computed from Compendium, op. cit., pp. 23-40. 
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and a minor amount for libraries. To a large extent, therefore, heavy state 
expenditures arc made for education in order to relieve local governments 
of the fiscal burdens present-day school systems would otherwise impose 
upon them. 

The situation with respect to highways is somewhat dilTercnt. Only 23 per 
cent of state highway expenditures represented direct grants to local govern- 
ments in 1951. The major share was used hw construction and maintenance 
of the state highway system, compri.sing the principal intertown and inter- 
state roads. The conditions requiring significant additions to the highway 
system since World War II have been referred to earlier in this chapter. The 
phenomenal increase in highway construction costs has also been noted. The 
states have attempted to meet the situation by increasing rates of the taxes 
and other revenue instruments which have traditionally been channelled into 
special highway funds. For example, between 1946 and 1952 thirty-one states 
increased their gasoline tax rates by at least one cent per gallon.' The 
average gasoline tax rate for all states in 1946 was 4.52d per gallon, while 
in 1952 the average had risen to 5.3(1 per gallon. The increased tax rates 
and the rise in motor fuel consumption were largely resiionsiblc for a signifi- 
cant increase in construction out of current highway funds after World War 
II. In 1946, .$312 million of current funds were used for highw'ay construc- 
tion. In 1950 the figure had increased to $751 million.'-’ But even this rise 
in current expenditures on highways has fallen far .short of meeting high- 
way needs. A considerable amount of highway borrowing has occurred; out- 
standing gross highway debt of state governments increased between 1946 
and 1950 from $1,571 million to $2,141 million."’ And grants from the fed- 
eral government, of long standing, for the development of the federal aid 
highway system, have added between one-third and one-half billion dollars 
per year to the funds available to the states for highway construction pur- 
poses. 

By and large, however, it would be improper to say that highway require- 
ments have caused a serious crisis in stale finance. The identification of cer- 
tain productive revenues for highway purposes has, until recently, provided 
reasonably adequately for highway needs. When requircmcnls have risen, 
the tendency has been to increase highway revenues by raising rates of these 
identified highway revenue instruments, and in the case of a growing system 
of super-highways, to charge tolls. In general the policy has been to cut the 
garment to fit the cloth, after a reasonable amount of elasticity in highway 
revenues has been taken up. The result is that many urgent highway needs 

11 Comparison of rates in the 1946 edition of Tax Systems with those in the 1952 
edition, 

12 U. S. Bureau of Public Roads, Public Roads, October, 1952, p. 64. 

12 Op. cit., p. 67. 
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remain unfulfilled, but the urgency of the need tends to be measured against 
a relatively high standard of excellence. The basis for judgment of the ade- 
quacy of highways is by no means austere; we tend to label a highway inade- 
quate if it is unsafe at very high speeds, or if cross-traffic or traffic congestion 
imposes delay in reaching one’s destination. Comparably luxurious standards 
are not applied to most slate services. 

The fiscal crisis of state governments is real with respect to the general 
funds of the states, involving those inadequately financed general services 
which must subsist upon what remains of state revenues after earmarked re- 
ceipts are allocated to their particular functions. Of the more expensive cate- 
gories of state functions listed earlier in this chapter, education, welfare, and 
health and hospitals are of this nature. These three functions, dependent upon 
the general funds of the states, make up over half of the general expenditures 
of the states. The general funds are also the source of payments for general 
governmental administration, and in addition, unusual new functions, such 
as the provision of state bonuses for soldiers, public buildings, and housing 
usually fall upoji the general funds. The consequence of this great pressure 
upon the general funds, financed principally by sales taxes, individual income 
taxes, business taxes, specific excise taxes, and some license revenues, has 
been a frantic search for new tax sources and federal grants, and a policy of 
austerity with respect to these general services. A feeling is current among 
state officials that the crisis cannot be solved unless the federal government 
renounces its “tax-greediness,” leaving more potential revenue to the states. 
In the more wealthy slates much is made of the federal “drain,” represented 
by the excess of federal tax payments by citizens of those states over federal 
payments back to those states. It is clearly implied in tliis view that relief 
must come either by reduction of federal taxes or by a significant increase in 
federal grants to these particular states. But most of this is merely discontent; 
there appears to be little real expectation that much change in these respects 
will be forthcoming. The states thus talk a great deal of these federal “in- 
justices,” but their actions are largely concentrated upon trying to stem the 
tide of expenditure increases. 

Aside from persistent action to encourage efficiency in operations, two 
avenues of improvement in the state fiscal situation are open. One is the im- 
provement of budget practice, which we have referred to time and again. If 
all major expenditures were met out of common funds, real judgment as to 
the relative importance of particular functions could be exercised. More uni- 
form standards could be applied to state services tlian are now possible under 
a system of earmarking of particular receipts for particular purposes. The 
obstacles to such change are great, however, and are deeply entrenched in 
tradition. 



498 


STAT£ AND LOCAL FISCAL POLICY AND PROBLEMS 


The second avenue of improvement lies along the line of reorganization of 
revenue systems. For though state tax systems are in general somewhat su- 
perior to local government revenue systems, they are largely regressive in 
character. This means that large additions to revenues can be extracted only 
with difficulty so long as the present tax sources are utilized. For the burden 
of an inferior tax becomes increasingly acute as the rates of tax are raised. 
Considerably more intensive use of taxes based upon net income could pro- 
duce substantial new revenues with minimum burden upon taxpayers. Why 
have the states been so hesitant to impose taxes upon net personal income? 
It is partly the result of a fairly general belief that the regressiveness of state 
and local tax systems is a desirable antidote to the presumed extreme pro- 
gressiveness of the federal income tax. As we have seen in Chapter 16, how- 
ever, a look at marginal rates of the federal surtax gives an unreal impression 
of extreme progression. Effective rates on the whole of net income of various 
magnitudes are considerably more moderate in their degree of progression 
— especially when capital gains are taken into account — and are very much 
more realistic indicators. Another explanation of the reluctance to raise the 
personal income tax to a position of significance in the state tax system is 
found in the widespread belief that the federal government has “pre-empted” 
the personal income tax field; that is, that there is no personal income avail- 
able for direct state taxation after the federal government has finished. This 
matter is discussed in the following section. 

COORDINATION OF TAX AND EXPENDITURE POLICIES 

The hodge-podge created when governments — at tlie same or at different 
levels — scramble independently for additional revenues creates complications 
and inequities which are better avoided. The simplification and integration 
of tax systems are clearly called for, and we turn in this section to a discus- 
sion of prospects and problems in this area. 

THE CASE FOR INTEGRATION. The body of citizens in the United States 
may be excused a degree of bewilderment as they view the heterogeneous col- 
lection of tax measures which the various levels of government impose upon 
them. These are listed below in order of importance. 

FEDERAL STATE LOCAL 

Personal Income Taxes Sales Taxes Property Taxes 

Corporation Income and Ex- Employment Taxes 
cess Profits Taxes Specific Excises 

Excises Corporation Income Taxes 

Employment Taxes Personal Income Taxes 

Property Taxes 
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The case for integration of federal, state, and local tax and expenditure 
policies rests primarily upon (1) the need for tax systems whose over-all 
incidence is determinable and the allocation of whose burdens is reasonable 
and proper, and (2) the need for the highest practicable degree of uniformity 
among govermnents in adjusting their revenue and expenditure programs to 
the needs of the economy. These are, in short, the need for maximum justice 
and the need for appropriate compensatory action. 

Concerning the need for greater justice in the over-all tax system, the list 
above shows too heavy use of tax measures which are regressive with income, 
and too much duplication, particularly in the use of inferior tax measures. 
State and local systems are to a high degree regressive, with their heavy de- 
pendence upon sales, excise, and property taxes. But when governments at 
two or more levels impose consumption taxes upon the same product, the 
combined impact is likely to be very severe. Either government, taken alone, 
may not be guilty of excessive imposition, but the combined effect is to penal- 
ize consumers of those products unnecessarily. Combined state and federal 
taxes on gasoline range from an average among all states of 7.3^ per gallon 
to a maximum of 110 per gallon in one state. Cigarettes bear a combined 
state and federal tax of 100 per package in those states employing a 20 tax. 
Many other articles bear similar multiple burdens. Duplication in itself is not 
necessarily an evil; it is duplication of essentially regressive taxes which causes 
grave injustice when the use of such taxes by even one government is un- 
desirable. 

The mad scramble for additional revenues, coupled with mistaken impres- 
sions of the nature of the source of taxes, is largely responsible for the wide- 
spread use of regressive tax measures by state and local governments. It seems 
to be taken for granted that each new tax taps its own new source of tax pay- 
ments. For example, the belief is current that the federal government has pre- 
empted the personal income tax — ^that no potential tax revenues remain for 
the states in personal income. Thus it is implied that adoption of a sales 
tax provides a key to an untapped source of revenue. Only minor reflection is 
required in order to see that the stream of actual and potential personal in- 
come represents the source of all tax payments.^^ Thus, a consumption tax 
is paid out of personal income exactly as a personal income tax is. When 
this simple truth is seen, it follows that so long as it is possible to take rev- 
enue from income by any tax measure the personal income tax is not pre- 
empted. In the economic sense, so long as any income can be reasonably 
taken, the personal income tax has not exhausted its capacity to produce 

Death and gift taxes, however, frequently fall upon capital and not income. 
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revenue. The search for alternative tax measures has resulted m the addition 
of regressive measures to the over-all system. This, in fact, imposes unneces- 
sary limits upon the revenue potential of the system by concentrating upon 
those incomes least able to pay. 

Coordination of tax and expenditure policies of the various levels of gov- 
ernment so as to produce the maximum desired effect upon the level at which 
the economy operates is probably of equal importance with rationalizing tax 
systems. And it is at least equally difficult. State and local governments tend 
to follow, as far as possible, the policy of annual balancing of their budgets. 
In terms of compensatory fiscal policy — compensating for tendencies toward 
unemployment or inflation by adjustment of revenues and expenditures — ^the 
annually balanced budget is distinctly harmful. For it tends to reduce gov- 
ermnental expenditure contributions to the mcome stream during periods 
of unemployment and to encourage governmental expenditure in boom periods 
when private demand pressures are already too great. These perverse tend- 
encies in expenditures result from the natural fall and rise of revenues with 
the business cycle. Expenditures should rise and revenues fall in underem- 
ployment periods, while the reverse policies are indicated when goods are 
scarce relative to demand. 

It is not surprising that state and local governments should give little if 
any attention to compensatory practices. They are simply following the ortho- 
doxies of personal finance — tightening the belt in hard times and enjoying 
higher levels of living in good times. And since economic fluctuations are 
typically national in scope it may seem not only useless but too costly for 
smaller governments to try to influence the cycle. For not only would the 
actions of cities or states have minute influence upon the cycle when con- 
sidered individually, but the effects of expenditure or tax relief would largely 
spill over into other governmental areas. It is hard to convince a city or state 
that it should spend to create employment in another city or state, or that 
it should curb inflation by taxation of its own people when it has no assur- 
ance that others will do the same. 

But in an uncoordinated fiscal system, not only do state and local govern- 
ments tend to operate independently in ways which affect the economy per- 
versely, but their actions are often excessively perverse. Examples of this 
are evident in experience since World War II. When the federal government 
dominates the fiscal field, a compensatory increase in federal taxes is likely 
to generate a desire by state and local govermnents to resist increases or 
institute decreases, while federal tax relief will encourage other governments 
to take -up the slack by raising taxes. The increase in state and local debt 
since World War II reflects inability to hold down expenditures and unwill- 



COORDINATION OF TAX AND EXPENDITURE POLICIES SOI 

ingness to employ a level of taxation which anti-inflation policy required. 
This resulted largely from the belief that in an era of high federal taxes the 
states and local governments must go easy on their citizens. And the federal 
tax reduction of 1948 — ^unwise as it was from the compensatory point of 
view — created joy in the hearts of state officials who saw an opportunity to 
increase state tax revenues. If federal fiscal policy is wise, state and local pol- 
icies of annual budget balance tend to defeat it; if federal policy is unwise, 
such state and local policies will be innocently helpful. But in any case, with- 
out integration of governmental policies over-all fiscal policy will be incom- 
pletely effective. 

OBSTACLES TO INTEGRATION OF POLICIES. Surely the greatest ob- 
stacle to integration is ignorance, both of the evils of present practices and 
of possibilities for improvement. There is too little awareness of the burdens 
of regressive tax systems, especially as compared to tlie burdens which 
equivalent revenues would impose under a tax system based upon ability to 
pay. There is too little awareness that the source of taxes is the smgle income 
stream, and that a complex of tax measures approaches that stream only in- 
efficiently. There is too little awareness of the potential for economic stabi- 
lization in coordinated fiscal policies wisely directed. 

Our form of government in itself places obstacles in the way of fiscal co- 
ordination. We cannot here catalog the impressive political and social ad- 
vantages which inhere in our federal system. And the foundation of that 
system is grounded in divided sovereignty between the national and state 
governments. It is this division of sovereip powers which prohibits the im- 
position of an integrated fiscal system by one government upon the others. 
Integration must be brought about by consent, and this means in practice 
by demonstration that all parties benefit by integration. In recent years the 
scramble for revenues has encouraged a feeling of competition for revenues 
among governments at different levels. The states feel that the federal gov- 
ernment should release revenue instruments — such as death taxes and com- 
modity taxes — to them, while the local governments feel that the states have 
reserved for their own use tax measures which local governments could use 
more profitably. The notion that the government which first “discovers” a 
tax measure has inviolate right to its use — a sort of practical acceptance of 
squatters’ rights — constitutes a further obstacle to integration. 

TECHNIQUES OF INTEGRATION. 1. Overhauling of their revenue sys- 
tems by individual governments would go a long way toward accomplishing 
the objectives of integration. This assumes, of course, that the overhaul works 
toward better allocation of tax burdens and better adjustability to economic 
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conditions. If this were done, tax systems would be simplified, and coordi- 
nated use of taxes based upon personal income would come into general use 
at all levels. For progressive taxes on personal income recommend them- 
selves on both counts: their incidence is direct and their burdens can be rela- 
tively simply allocated so as to implement the principle of ability to pay; 
they have compensatory adjustments built in, for when incomes rise the taxes 
rise more than proportionately and vice versa, and compensatory adjustments 
in rate schedules are relatively simple. Duplication in use of the personal in- 
come tax at various governmental levels can greatly simplify the administra- 
tion of the tax, both to taxpayers and to tax officials. Unifonn definition of 
net income and of deductions, with different rate schedules, can accomplish 
this to a high degree. The simplest of all forms of state income tax is that 
which imposes upon the taxpayer the obligation to pay to the state an amount 
equal to a given percentage of his federal tax.^® No difficult computation is 
necessary beyond that required by the federal tax, and such a system per- 
mits easy adjustment from time to time. Its weaknesses are found in its carry- 
over into state taxation of any undesirable features of the federal tax, such 
as too little or too much progression in rates, or loopholes unduly favoring 
certain classes of income, e.g., capital gains. 

2. A second technique of integration is that of central collection of taxes 
which are subsequently shared in whole or in part with local governments. 
This technique has been rather widely used by state and local governments, 
with respect to many different tax measures, but the amounts of revenue in- 
volved are not great. It permits uniform administration of the tax throughout 
the state, and can be helpful in introducing new revenues for local govern- 
ment purposes. But though it is a useful instrument in state-local relation- 
ships, little use can be expected from it in federal-state coordination. For 
centrally collected, locally shared tax arrangements require formal agreements 
between cooperating governments. Such agreements are not likely to arise 
easily between sovereign govermnents; states will not quickly turn over rev- 
enue instruments to the federal government without liberal guarantees of 
return of the funds, and the federal government will not liberally share its 
revenues with the states except on its own terms. 

3. A third technique for encouraging integration of tax systems is the 
provision by one government for the deduction of taxes paid to another 
government from the tax base of the former. This is now provided by the 
federal government under the personal income tax. That is, one may deduct 
most taxes paid to state and local govermnents when calculating taxable in- 
i'* The Territory of Alaska and the State of Utah employ this type of personal income 

tax. 
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come under the federal tax.^® This fact would seem to provide encouragement 
to the states to place much heavier dependence upon personal income taxes. 
For the deductibility provision is likely to be more favorable under a state 
income tax than under most other types of state taxation. Let us see why this 
is so. Deductibility under present conditions is likely to be a significant tax- 
saver only on incomes of about $20,000 and above. Under the federal law 
effective in 1952 and 1953 the standard 10 per cent deduction is usually 
greater than the total of itemized deductions for incomes below about $20,- 
000. Thus, the smaller taxpayer does not typically deduct taxes paid to state 
and local governments in computing Ms federal income tax. But we have still 
not shown why the larger income receiver might prefer to deduct a state 
income tax rather than a state sales tax or some other type. The reason is 
that state taxes incorporated into prices are not deductible, while state taxes 
that are paid directly on purchases — e.g., sales taxes or gasoline taxes — 
though generally deductible, are not frequently deducted. For the amount 
of such taxes paid is generally only a rough guess, and the burden of proof 
of itemized deductions rests upon the taxpayer. 

The effect of deductibility upon the taxpayer can be demonstrated by show- 
ing the tax savings to New York residents who are subject to both state and 
federal taxes. The table below assumes a married man with two other de- 
pendents.^'^ 


NET INCOME EEFORE 
PERSONAL EXEMPTION 

Federal Tax 

EFFECTIVE TAX RATES 

Combined 
Federal and 
Y., Ignoring 
N. Y. Tax Deductibility 

Combined; N. Y. 
Deducted from 
Federal Base 

$20,000 

25.0 

4.1 

29.1 

27.6 

50,000 

42.2 

5.4 

47.6 

44.0 

100,000 

56.0 

5.9 

61.9 

57.5 

200,000 

69.2 

6.1 

75.3 

69.9 


It will be seen that the state tax actually adds relatively little to the federal 
tax when deductibility is employed. The effective rate added by the state 
tax is 2.6 per cent for the $20,000 income, and falls to .7 per cent for the 
$200,000 income. The higher the income the greater the effect of deducti- 
bility, for deduction takes from the federal tax base dollars which would pay 
high federal rates. 

Deductibility saves the taxpayer even more if the state income tax law is 
drawn so as to permit deduction of the federal tax from the base of the state 

10 Unless, of course, he uses the standard deduction instead of itemizing deductions. 

It Taken from U. S. Treasury Department, Federal-State-Local Tax Coordination, 
1952, p. 20. 
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tax, in addition to deduction of the state tax from the federal base. This is 
referred to as mutual deductibility, and its effect is shown below in the table 
using 1952 figures for the federal and Minnesota taxes. The taxpayer is again 
assumed to be a married person with two additional dependents.^® 


NET INCOME EEFOXE 

PERSONAE EXEMPTION 

Federal 

Tax 

EFFECTIVE TAX RATES 

Combined 
Minn. Tax Fed. and 

(Assuming No Minn., Ignoring 
Fed. Tax) Deductibility 

Combined: Each 
Deducted from 
Base of Other 

$20,000 

25.0 

6.9 

31.9 

27.9 

50,000 

42.2 

9.1 

51.3 

43.9 

100,000 

56.0 

9.8 

75.8 

57.1 

200,000 

69.2 

10.1 

79.3 

69.5 


In both of these instances it can be seen that a large part of the revenue 
raised by the state is revenue which the federal government would have re- 
ceived in the absence of the state tax. Calculating from the New York fig- 
ures, for the $20,000 income receiver 36 per cent of the state’s receipts are 
“contributed” by the federal government, and at the $200,000 level, 88 per 
cent. In the Minnesota case the federal contribution is slightly higher be- 
cause the state rates are higher. One may question whether the federal rates 
would not rise if the states generally cut into federal income tax revenues by 
adopting income taxes of their own. It is quite possible that they would, over 
a period of time, though we should bear in mind that deductibility does not 
generally affect incomes below $20,000. The federal taxpayer who uses the 
standard deduction would find that his deductions would not change if the 
state income tax were imposed; the state tax would be a net addition to the 
federal tax. Thus, the bulk of federal revenues would not be affected. But 
even if federal rates were pushed moderately upward, it would probably be 
small cost to pay for the improvement in allocation of tax burdens which 
adoption of personal income taxation by the states would introduce. 

4. A fourth technique for promoting integration is the system of per- 
mitting credit for state taxes paid against the amount of federal tax. The 
difference between the tax credit provision and deductibility discussed above 
is that in the latter case the state tax is deducted from the base of the fed- 
eral tax, while in the former the state tax is deducted from the federal tax 
itself. The tax credit is now in use by the federal government, and has proved 
its ability to force the states into adoption of particular tax measures. We 
have earlier discussed the federal death tax provision which permits the tax- 
payer a credit for state death taxes paid up to 90 per cent of the 1926 por- 


Idem. 
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tion of the federal estate tax. This has, as we have seen, brought a high de- 
gree of uniformity in state death tax practices. This technique has also been 
used in connection with the federal unemployment compensation payroll tax. 
The taxpayer is given credit for taxes paid to the state up to 90 per cent of 
the federal tax. This provision has created forty-eight state unemployment 
taxes almost identical with one another. 

Under the tax credit provision, where the tax of one government is sub- 
tracted from the tax due another, real tax sharing occurs. The combined 
taxes amount to no more than the single tax, provided the amount of the tax 
credited is no higher than the amount of the credit permitted by the crediting 
government. Under this system real encouragement to integrated use of a 
given tax is provided. So far this technique has been used only by the federal 
government, and only to a limited extent. State governments have utilized 
what amounts to the same thing: the central collection and local sharing of 
certain revenues with local governments. A variant of the tax credit might 
well be considered by a given government, both to improve its revenues and 
to improve the pattern of allocation of its taxes. For example, if a local gov- 
ernment were to adopt an mcome tax with a property tax offset, i.e., impose 
a personal income tax and permit the citizen a credit against his income tax 
obligation of property taxes paid, the property tax would continue to be ap- 
plied nominally, while the income tax would constitute the principal revenue 
measure. This would not, of course, help to integrate tax systems as between 
governments, but would bring marked improvement in local tax systems. 

5. A fifth technique for integration is the widely used system of grants 
in aid from one government to another. Though grants do not significantly 
contribute to the selection of proper taxes by the governments concerned, 
they may go a long way toward encouraging uniformity of compensatory 
budget policies of governments at different levels. If the granting government 
requires that its grants for particular functions be matched by the grantee, 
the latter will be encouraged to increase its expenditures for this function. 
It is to be noted, of course, that the grants must be made under such terms 
or for such purposes that existing expenditures by the grantee will not match 
the granted funds. Federal highway grants to the states at the present time, 
for example, can be more than matched by current expenditures for highways 
by most states. If such grants were to be employed in a period of unemploy- 
ment to increase total expenditures and highway construction, the additional 
grants would have to be made in large enough amounts or under such re- 
strictions as to use as to force net increase in expenditures by the states. 

Though grants in aid can constitute a powerful instrument for increasing 
expenditures, their potentialities for reducing them are much less powerful. 
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For if grants are to encourage grantee governments to increase their ex- 
penditures, these grants must be made for purposes which the grantee recog- 
nizes as being important. Otherwise the grants will not be accepted and 
matched. But the fact that the purpose is important means that ( 1 ) it would 
be legislatively difficult for the grantor to reduce its contribution in periods 
when expenditures should fall, and (2) if the grantor were to reduce its 
contribution, the importance of the function might well force the grantee to 
make up the difference by increasing expenditures precisely when the ap- 
propriate over-all expenditure policy is one of reduction. 

As we view in the large the problem of selection of taxes and coordina- 
tion of fiscal systems we recognize that in the last analysis it can be really 
solved under our system of government only by uniform recognition of the 
fundamental principles of public finance. Recognition of the source of tax 
payments in individual incomes and utilization of the conclusions which we 
can now — though imperfectly — draw with respect to final incidence of par- 
ticular taxes, together with an understanding of the larger effects of taxation, 
borrowing, and expenditure upon the operation of the economy, constitute 
the major tools of refonn. If these tools are earnestly employed in the con- 
struction of a fiscal system whose objectives arc an optimum list of govern- 
mental services, the greatest possible justice among individuals, and the high- 
est possible level of real income, the obstacles of governmental structure and 
narrow administrative vision cannot seriously obstruct improvement. 

THE REVENUE CONSEQUENCES OF INTEGRATION 

The largest single obstacle to coordination of the revenue system in ac- 
cordance with the pattern described above is the dread of losing revenue. 
In practice, the virtues of justice and compensatory usefulness are presumed 
to be too costly in terms of revenue loss. And ambition for reform is fre- 
quently dulled by the erroneous presumption that when the public becomes 
accustomed to a tax system, its injustices gradually disappear. That is, when 
injustice becomes traditional it ceases to be injustice. Therefore, let sleeping 
dogs lie. 

The fundamental absurdity of the presumption that integration necessarily 
involves loss of revenue lies in its failure to recognize that all taxes are finally 
derived from the stream of individual incomes. If present uncoordinated 
federal, state, and local revenue systems take $75 billion in a year from the 
income stream, why should it be impossible to take the same revenue from 
the same source by the use of a coordinated system? Though it is true that 
elimination of excises, sales taxes, business taxes, property taxes, and poll 
taxes would immediately reduce governmental revenues, these revenues could. 
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if cyclical conditions permitted, be taken through the personal income tax. 
In fact, there is ample evidence that improvement of the tax system through 
abandonment of regressive taxes upon various segments of the income stream 
in favor of a progressive tax on whole personal incomes might, in general, 
raise the level of incomes from which taxes are paid. Thus, a given tax “take” 
would both represent a smaller proportion of income as a whole, and would 
be so allocated as to adjust individual burdens more fairly. 

As a generalization, therefore, we can see that no net decline in revenues 
is necessary under integration. But we must be more specific. Abandonment 
of the regressive taxes would either increase the income tax base, making 
for larger income subject to income tax rates, or would increase the ability 
to pay from given income. The former recognizes that if other prior taxes 
were not deducted from taxable income — as they must be at present — the 
magnitude of individual taxable income would be increased. Some part of this 
increased taxable income would fall into higher brackets and therefore pay 
higher rates. In any case, income tax receipts would automatically rise some- 
what, without change in present income tax laws. But many of the taxes 
whose abandonment is recommended are not in fact deducted from taxable 
income under present law. This is due partly to the fact that some are not 
legally deductible, and partly to the fact that though they may be legally de- 
ducted their calculation is so difficult that they are ignored by the taxpayer 
in computing taxable income. Though abandonment of these taxes would not 
increase the size of taxable income under present laws, the ability to pay 
from that income would be increased. Suppose, for example, that the tax- 
able income of an individual were $2000. Suppose that as a consumer the 
incidence of $100 of other taxes was upon him during the year, but that he 
does not deduct that amount from his taxable income, either because the law 
does not allow it or he fears that it would be difficult to prove that he had 
borne this $100 burden of other taxes. Let us assume further that the effective 
rate on $2000 of net income is 19 per cent. In reality his income tax of $380 
is paid on a true ability to pay measured by $1900, or the true effective rate 

O OA 

of tax is Thus, if other taxes were eliminated, a rate 

1900 

of 20 per cent on $2000 taxable net income would be no more burdensome 
upon him than is the 19% rate at present. 

But a general rise in income tax rates is to be expected if the income tax 
is to furnish the major share of revenues. Let us observe as an example the 
results of a study by Gerhard Colm concerning allocation of federal, state, 
and local tax burdens in 1938—39. These are presented in Table 40. Such 
statistical studies imply generalizations as to incidence which are admittedly 
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not precise. In this case it was assumed that personal income taxes are not 
shifted, that corporate income taxes are borne by stockholders, and that all 
others are shifted to consumers. Nevertheless, the figures are indicative of 
general truths which are inescapable. 

TABLE 40 ALL TAXES AS PER CENT OF CONSUMER INCOME, 1938-39 lo 


TAXES AS % OF PERSONAL INCOME 
State and 


INCOME CLASSES 

Federal 

Local 

Total 

Under $500 

7.9 

14.0 

21.9 

$500-$ 1,000 

6.6 

11.4 

18.0 

$1,000-$ 1,500 

6.4 

10.9 

17.3 

$l,500-$2,000 

6.6 

11.2 

17.8 

$2,000-$3,000 

6.4 

11.1 

17.5 

$3,000-$5,000 

7.0 

10.6 

17.6 

$5,000-$ 10,000 

8.4 

9.5 

17.9 

$10,000-$15,000 

14.9 

10.6 

25.5 

$15,000-$20,000 

19.8 

11.9 

31.7 

$20,000 and over 

27.2 

10.6 

37.8 

Total 

9.2 

11.0 

20.2 


If all Other taxes were to be replaced by an income tax, and the distribu- 
tion of burdens were to remain unchanged, the effective rates of tax on gross 
income of varying size would correspond to the percentage figures in the last 
column of the table. This is pointed out in demonstration of the simple fact 
that revenue productivity of a tax system is not determined by the number 
of different taxes imposed, but by the severity of the levies in terms of income. 
Certainly a loss of revenue by abandonment of tax measures is not inevitable. 

On the other hand, the figures given in the table show a distribution of 
tax burdens badly out of harmony with the economic principles of taxation. 
Therefore, the tax rates in an integrated income tax system should by no 
means apply as rates the percentages in the last column. A true progressive 
schedule would start considerably lower for the smallest incomes, and rise 
to levels for the large incomes considerably higher than those mdicated in 
the table. Personal exemptions should, of course, be low under an integrated 
income tax, though rates on net incomes derived from gross incomes under 
$1500 (for example) should be nominal. 

It is highly doubtful that taxes must be “hidden” to make them acceptable. 
If persons with incomes between $1500 and $2000 per year were shown that 
under the existing system they pay a total of 17 per cent of that income in 
taxes, and that under an integrated income tax system their whole burden 

la Temporary National Economic Committee, Monograph No. 3, Who Pays the Taxes? 
Washington, 1941. The figures are from Table 1, p. 6. 
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would be reduced to (say) 12 per cent, it is likely that they would accept the 
change enthusiastically in spite of the fact that the income tax is levied di- 
rectly and not in a hidden manner. It is presumed, of course, that the income 
tax would operate on a pay-as-you-earn basis; any other system would be 
impossible. 

In our discussion of revenue productivity of an integrated system built 
upon the personal income tax we have, of course, assumed it to be desirable 
that a given amount of revenue be taken. Our earlier discussion of compensa- 
tory taxation, however, has indicated that the amount of revenue to be raised 
will depend in each instance largely upon the current level of national in- 
come and the level which it is desired to attain. We are not ignoring the 
counter-cyclical need for taking disposable income from individuals when 
inflation threatens, and leaving disposable income in the hands of individuals 
when employment is deficient. Indeed, the importance of the compensatory 
function of taxation provides the second major foundation stone of the case 
for an integrated system based upon the personal income tax. This tax is 
amenable to compensatory adjustment as is no other single tax or combma- 
tion of taxes. And its adjustment is peculiarly effective for compensatory pur- 
poses because its base is the disposable income of the individual; adjustment 
is felt precisely at the pouit where the basic income-influencing decisions to 
consume, invest, or hoard are made. 
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In this chapter and the last we consider a limited number of pressing cur- 
rent fiscal problems which require analysis in terms of principles which have 
been developed in earlier chapters. Their selection is to a degree arbitrary, 
and yet few would deny that these are among the issues demanding early de- 
cision. The four issues to be analyzed are: the employment of fiscal meas- 
ures for stabilization purposes, the proposal to impose by constitutional 
amendment a tax rate limit upon the federal government, the employment of 
automatic stabilizing mechanisms in the fiscal system, and the possible effects 
of taxes upon economic incentives. 

EMPLOYMENT OF FISCAL MEASURES FOR 
STABILIZATION PURPOSES 

The major issue in public finance concerns the use of fiscal instruments 
for the accomplishment of general economic purposes. Throughout earlier 
chapters we have consistently given attention to the general economic im- 
plications of fiscal practice for the level of employment at which the economy 
operates. The very persistence of this point of view in the analysis may have 
suggested to the reader that no issue remains — ^that this view is generally 
accepted. This is by no means the case, for in popular thinking what we have 
referred to as “compensatory” or “economic” use of fiscal instruments is 
still quite generally thought to be something ranging from “novel” to “alien.” ^ 
The pros and cons of this issue are enlightening. 

THE CASE FOR COMPENSATORY FISCAL POLICY. We shall state 
this case only briefly, for it has been elaborated throughout previous chapters. 

1 Professor H. L. Lutz (Public Finance, 4tli ed., New York, Appleton-Century, 1947) 
brands compensatory views as “alien doctrines.” Whether he means alien to tradition 
and orthodox fiscal doctrine, or whether he means to use the word as a stiletto is not 
clear. Without doubt these doctrines are alien to orthodoxy. But if he means that they 
are alien in the sense of having foreign origin (Lord Keynes and England), the term is 
an impotent weapon, for so was orthodox doctrine (and the Classical economics upon 
which it is founded) of English origin. 

BIO 
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It begins with recognition of the fact that the financial operations of govern- 
ments have grown to such proportions as to have inevitably powerful effects 
upon the level at which the economy operates. When governments take from 
and put into the stream of national income from one-fourth to one-third of 
that stream, the effects cannot be neutral. There are two major types of these 
effects. First, the choice as to the proper level of expenditure implies choice 
as to the degree to which services of government are substituted for services 
privately produced. That is, when government takes money income in taxes 
and spends it, to that degree private income is not disposable by private in- 
dividuals according to their individual desires, but by government according 
to the desires of the society as represented by governmental decisions. In 
the real sense, expenditure by government directs the employment of eco- 
nomic factors of production into the creation of things which society, as 
represented by government, wishes produced. Thus, fiscal operations inevi- 
tably determine into what lines a significant portion of economic resources 
is directed. This is true whether or not fiscal policy is consciously directed to 
such ends. The case for functional use of fiscal instruments thus begins with 
the recognition that taxation, borrowing, and spending have significant eco- 
nomic effects in any case, and urges conscious fiscal policy to the end of 
avoiding negative results in terms of economic welfare. 

Second, the case for compensatory use contemplates more than avoidance 
of negative economic results. It points to the possibilities for engineering a 
reasonably stable level of production high enough to avoid the wastes involved 
in unemployment of productive factors. It also emphasizes the need for fiscal- 
monetary controls to avoid inflation when productive resources are fuUy em- 
ployed. Since the business cycle is a cycle of spendings, fiscal instruments are 
to be used to (1) supplement private spending with public spending in 
periods of underemployment, and (2) discourage private spending through 
heavy taxation when anticipations are such as to cause only price inflation 
in periods of full employment. Thus, fiscal instruments are regarded as pe- 
culiarly effective tools for control of the level of employment in the private 
economy. Their use is advocated in the public interest, to avoid the social 
ravages of severe depression and inflation, and therefore to protect the private 
economy from the consequences of its most serious fault — instability. 

THE CASE AGAINST COMPENSATORY FISCAL POLICY. The op- 
ponents of compensatory policy oppose it on several grounds. These may be 
classified as: 

1. Opposition on grounds that compensatory policy is only “make-work” 
policy, and is thus uneconomic. 
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2. Opposition on grounds that compensatory devices are unworkable; 
that is, incapable of accomplishing the desired ends. 

3. Opposition on grounds of fear of debt. 

4. Opposition on political grounds. 

The opponents of compensatory policy hold to the orthodox doctrines of 
budget balance. But in their view not only should the ideal — except in ex- 
treme emergencies — be a balanced budget; the budget should be balanced 
at the lowest possible level of taxation and expenditure. The question at issue 
is: What is the lowest possible level of taxation and expenditure? The “func- 
tional finance” school would measure the desired levels of taxation and ex- 
penditure solely in terms of employment and national income needs. Those 
who favor compensatory use of fiscal measures would define the minimum 
necessary levels in terms of both the scale of governmental services to be 
financed and the needs of the economy as to employment and income. The 
orthodox group would ignore functional and compensatory uses, and define 
minimum levels solely in terras of the current need for governmental services 
and debt reduction, with special attention to the avoidance of unbalanced 
budgets. 

In this orthodox view, the income-inducing effects of expenditure are 
largely unrecognized, and expenditures which are not “self-liquidating” — 
in the sense that they do not bring in to government an income equal to 
their cost — are generally classed as “unproductive.” ^ Thus, a large share of 
modern public expenditure is unproductive and wasteful; “necessary” func- 
tions are too elaborately performed, and many unnecessary functions are 
carried on at the expense of the economy.® This results in withdrawal of 
private income hi taxes — currently or in the long run — ^which could be put 
to more economic use if left in private hands. But let us consider the elements 
in the “orthodox” case separately. 

1. IS COMPENSATORY POLICY “MAKE-WORK” POLICY? The “alien” 
doctrines of compensatory use of fiscal policy have frequently been char- 
acterized as assuming that spending without production can improve welfare, 
and they have been attacked on the grounds that there is “no free lunch.” 
This characterization is, however, entirely improper, for the case for com- 

2 The exceptions are public education and protection, by tradition. 

3 The “knowledge” that expenditures are excessive appears to be based in many cases 
upon intuition alone. Note, tor example: “Federal personnel totals now well over twice 
what it did in 1939 and nearly four times what it did in 1932. It is inconceivable that 
so many employees are really necessary” Quoted from Roswell Magill, “Taxes, The 
Federal Budget and Debt,” The Tax Review, March, 1947, p. 10. (Italics added.) 

4 Cf. Lutz, op. cit., Preface, pp. v, vi. 
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pensatory spending is firmly grounded in the knowledge that the levels of 
employment and production in a private economy are determined by the 
level of spending, or of effective demand. The creation of effective demand 
is possible through governmental spending, even — under proper conditions 
— ^for “boondoggling” projects. For the receipt of disposable income by indi- 
viduals may well increase effective demand, calling forth increased produc- 
tion in the private economy. 

The issue here appears to be mainly one of assumptions. Neoclassical 
economics, upon which orthodox fiscal theory is based, assumes full em- 
ployment. Underemployment is viewed as but a temporary aberration of the 
economy, carrying its own correctives. Thus, the only possible situation of 
equilibrium in the economy is that at full employment, and deviations from 
this equilibrium situation are self-correcting. Under such assumptions com- 
pensatory spending is but meddling, tending to throw out of gear the forces 
working toward equilibrium. Opposed to this view, compensatory doctrine 
points to the possibility of equilibrium at any level of employment, the level 
being dependent upon consumption and investment — effective demand. In 
this view it is erroneous to assume that compensatory policy only redis- 
tributes existing production, taking from those who have and giving to those 
who lack. If this were the case, compensatory policy would be providing 
“free lunch” to those who lack. But the reasoning goes farther; in conditions 
of underemployment, spending by those who lack creates employment and 
production, so that what they purchase is not simply a deduction from the 
quantities of goods available to others; it is largely a net addition to total 
production. This being the case, compensatory spending policy is not “free 
lunch” policy, but is designed to put unutilized productive capacity of the 
economy to work. It is thus entirely economic. 

Curiously enough, compensatory doctrine is quite acceptable, in some of 
its applications, to the orthodox group. For example, there is no disposition 
to deny that one of the factors causing the short but severe business recession 
in 1937-38 was the cessation of compensatory expenditure by government. 
If the cessation of spending was a cause of the recession, then the spending 
itself was a cause of the previously higher level of production. Further, none 
would deny that government expenditure during war is the principal cause 
of high production, The war was by no means fought with free lunch. Yet 
there is hesitancy to admit the generalized fact that under most circumstances 
government expenditure acts the same as private expenditure in the pro- 
motion of production when there is unused productive capacity. 

On the side of compensatory use of taxation the same situation appears. 
The orthodox view holds, though with less enthusiasm, that taxation is an 
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ineffective controller of the general level of effective demand. Yet it is one 
of the axioms of orthodox (and compensatory) doctrine that the war and 
post-war inflationary pressure was due to monetization of the public debt. 
Both sides hold that, given the level of necessary war expenditures, financing 
by taxation would have been less inflationary than financing by loans. And 
during 1947 the widespread business request for federal tax reduction was 
based principally upon the fear that continued heavy taxation would so curb 
effective demand as to make recession inevitable. These are cases demon- 
strating obvious recognition of the potential effectiveness of taxation as a 
compensatory measure. 

The charge that compensatory spending policy is “make-work” policy is 
seen to depend upon the question whether spending by government can actu- 
ally create additional production or whether it simply redistributes existing 
production. We find the latter to occur only when full utilization of productive 
capacity exists, and when additions to the volume of production cannot 
occur. In such full employment circumstances spending brings about the sort 
of redistribution of real income which inflation inevitably produces. And 
under such conditions compensatory fiscal doctrine would have expenditures 
reduced to a minimum and heavier taxation instituted. Increase of produc- 
tion can and does occur during periods of underemployment, by the increase 
of effective demand. How successful it is will depend largely upon the man- 
ner in which it is administered;'’ compensatory doctrine is as much con- 
cerned with the manner and timing of spending and taxing as with the fact 
of spending and taxing. But the evidence is perfectly clear that fiscal opera- 
tions do significantly affect the level at which the economy operates. 

2. ARE COMPENSATORY DEVICES WORKABLE? The case against 
compensatory fiscal policy places strong emphasis upon the assertion that 
compensatory devices are unworkable. Their workability is strongly ques- 
tioned on both theoretical and practical grounds. The more naive theoretical 
objection falls back upon the general assertion that government “can only 
give public employment at the expense of private employment.” “ Such an 
assertion is necessarily true only under full employment conditions, when it 
is a choice of “guns or butter” because productive resources are fully utilized. 
As we have seen, however, compensatory theory fully recognizes this fact, 
calling for compensatory increase of expenditure only when unemployment 
exists. 

® See Chapters 5 and 6. 

® Quoted from a review by John Chamberlain of Henry Hazlitt’s Economics in One 
Lesson, The New York Times Book Review, August 4, 1946, p. 3. 
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A more nearly valid objection to the theory of compensatory policy em- 
phasizes the effect of public activity upon the expectations of entrepreneurs. 
We have in an earlier chapter (Chapter 5) discussed the problem of busi- 
ness confidence. If the act of public spending during underemployment has 
adverse effects upon business confidence, the spending itself may lower the 
level of private spendings. Additional public spending under such circum- 
stances does not represent a net addition to total spendings, and the over-all 
result in the extreme case may conceivably be an even lower level of total 
(private and governmental) spending than before. But to assume that such 
results are inevitable or even typical reflects poor judgment; though some 
decline in business spending may occur, it is difficult to imagine a public ex- 
penditure program so bungled as to have no net positive effect upon the level 
of effective demand. And we repeat that compensatory doctrine recognizes 
the possibility of both good and bad results, and considers as important data 
the essential ingredients of each. By and large the good (effective) com- 
pensatory spending policy is that which damages business confidence least, 
while the good (effective) compensatory tax policy is that which most strongly 
influences — ^positively or negatively — private propensities to spend. 

We have seen in our earlier analysis that the confidence factor is extremely 
difficult to measure or to forecast; yet it is a highly volatile influence. How- 
ever, it can by no means be granted that any governmental fiscal device will 
prove unworkable because it inevitably creates an at least equal and off- 
setting reaction in the private economy. The choice is between doing essen- 
tially nothing about depression and boom, or utilizing measures which, if 
cognizance is taken of the importance of anticipations, can affect the levels 
of employment and income. 

On the practical side it has been objected that government cannot com- 
mand the economic and statistical competence to direct intelligently the ad- 
ministration of compensatory devices. Economics is not an exact science, 
particularly in the forecasting sense, and existing economic statistics are 
neither as extensive nor as precise as we should like them to be. The typical 
interested person tends to expect too much of compensatory policy, and to 
condemn it because it is not perfect. Although ideally we should like com- 
pletely to iron out business fluctuations, except in emergencies requiring all- 
out effort, this is hardly possible in a private enterprise economy. Though 
it would be nice to be able to forecast exactly when and by how much em- 
ployment would decline or prices rise, so that preparations could be com- 
plete when they occur, such an ideal solution is out of the question. Our 
statistical knowledge can be adequate to show when employment actually 
is rising or falling, and by approximately how much. And such information 



S16 


SOME CURRENT ISSUES IN PUBLIC FINANCE 


can be useful as a basis for policy to moderate business fluctuations. Recent 
experience indicates that we need not worry much about the lack of perfec- 
tion in our statistical tools until we can assure ourselves that as a society 
we are ready to utilize the available tools sensibly."^ And it is reasonable to 
expect that determination to make serious use of economic forecast would 
lead to improvement in the techniques and data to be used. 

3. THE FEAR OF DEBT. Prior to World War II the fear of debt was a 
stronger element in the case against compensatory policy than it appears to 
be since the war. We have analyzed the burden of debt in Chapter 9 and 
have found it to result principally from transfers of disposable income be- 
tween persons and classes. But the fear of debt increase is founded largely 
upon the notion that compensatory policy requires constant debt increase. 
The long underemployment period of the thirties, the war, and the fear of 
heavy post-war reconversion unemployment combined to suggest a rather 
constant pressure to increase debt, particularly if compensatory policy were 
wholeheartedly adopted. 

On the other hand, experience during the years following termination 
of the war showed quite clearly: (1) that the American economy is not 
without periods of extreme prosperity, and (2) that debt burden is related 
most significantly to the level at which the economy is operating. The im- 
portance of the first lies in its demonstration that persistent debt increase is by 
no means inevitable, and that budget surplus which makes debt reduction 
possible is quite attainable in modern times. For the peacetime economy has 
demonstrated itself to be at times virile enough to hold to full employment 
in spile of the load of wartime tax rates. The importance of the second lies 
in its demonstration of the relative ease with which high debt can be borne 
under conditions of full employment. This demonstration has tended to trans- 
fer emphasis from the fear of debt to the fear of low national income. 

Approximately 90 per cent of the federal debt at the end of fiscal 1946 
had been incurred for wars. Less than 10 per cent could be considered to 
have been incurred for purposes even remotely related to compensatory op- 
erations. And this small proportion was incurred in connection with policies 
which were not seriously compensatory in nature. In the face of these facts 
it is not surprising that the fear of debt as a basis for objection to compensa- 
tory policy should have declined in importance. The burden of huge debt, 
incurred almost exclusively for war purposes, has been found to be by no 

For example, the drive for tax reduction in 1947, in the face of full employment and 
galloping inflation, indicates that until we are willing to heed the signs there is little 
need to improve our statistical tools. 
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means unbearable. The lesson is thus reasonably clear: a low level of eco- 
nomic activity is far more to be feared than is the burden of debt incurred 
for compensatory purposes. 

The behavior of the majority party in Congress in 1947 testifies to the 
decline in importance of the fear of debt. A party committed by tradition to 
fiscal orthodoxy, whose attitude while in the minority had been strongly 
condemnatory of unbalanced budgets and debt increase, found itself heir in 
1 947 not only to Congressional control but also to conditions which appeared 
to be potentially productive of large budget surplus. The record is instructive; 
little concern was voiced for reduction of debt, but the potential budget sur- 
plus was to be used primarily for tax reduction. We are not here required to 
evaluate over-all fiscal practice during this period. But it is significant to note 
the decline in concern for the height of debt, even in orthodox thinking.® 


4. OPPOSITION ON POLITICAL GROUNDS. The most frequently voiced 
objection to compensatory fiscal policy belongs in the field of politics rather 
than in that of economics. It is feared that assumption by government of the 
responsibility for maintenance of full employment will lead inevitably to 
dictatorial “statism” and the disappearance of individual liberty and demo- 
cratic government. This is expected for two reasons: (1) when employment 
is paternalistically guaranteed by government, the people will turn more and 
more to government for employment, thus establishing a paternalistic em- 
ployer-employee relationship between government and its citizens; and (2) 
government spending to promote employment will inevitably involve controls 
over the distribution of income and private spending. 

The degree to which these fears would materialize in practice is difficult 
to predict. It would depend almost entirely upon the capacity of democratic 
government to behave democratically, and upon the degree of enthusiasm 
which the people retain for the private enterprise system. For compensatory 
fiscal policy is designed to operate through the private economy. Govern- 
ment’s expenditures upon public works are paid out to private individuals 
and private firms. It can, of course, choose the individuals and firms to whom 
payment will be made in the first instance. But when funds are re-spent they 
are entirely free of governmental controls. And it is important to note that 


8 The president of General Motors Corporation was reported to have testified before 
a Congressional committee in June, 1947, against the “radical ’ policy of reducing debt 
by high taxes, and was quoted as follows: “A reduction in the uatmnal debt, bi ought 
about by the collection of taxes, can be done too fast and prove to be deflationary. An 
orderly reduction of the debt, coupled with tax reductions, should be undertaken as a 
means^ of maintaining the present economic level.” (New York Herald Tribune, June 
25, 1947, p. 17.) High public debt is thus not the supreme evil it was formerly claimed 

to be. 
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compensatory policy does not contemplate that government itself will employ 
unemployed workers in large numbers. The objective is to make employ- 
ment of workers by private firms possible by governmental purchase of things 
which private firms produce for sale. 

Compensatory tax policy is designed to control private expenditure only 
indirectly. The imposition of heavy taxes to discourage private spending, and 
the lightening of the tax load to encourage private spending, have as their 
major objective the exercise of control. However, the control is exercised 
over total spending of the taxed individual; there remains a large area of free- 
dom of choice in the disposition of remaining income. The redistribution of 
income by taxation is inevitable if the principle of ability to pay is to guide 
tax policy. And the long-run compensatory objective of raising the level of 
consumption points to persistent use of progressive taxation, thus bringing 
about some redistribution of income. 

Such controls, though indirect and therefore hardly “dictatorial,” represent 
marked departure from the principles of pure laissez faire. But no modem 
economy has paid more than lip service to pure laissez faire; the compensa- 
tory policies contemplated here represent little if any departure from the 
system of free enterprise as we have experienced it during the last quarter- 
century. 

Probably the real issue here faced is that of possible alternatives to the 
use of compensatory and other control policies. Can the private enterprise 
system correct its own propensities toward instability? If not, can the insti- 
tutions of a free enterprise system and democratic government survive in the 
absence of control? Does personal freedom really exist under conditions of 
widespread unemployment? These are questions to which it is difficult to 
give categorical answers. It is probable, however, that most experts would 
answer all of them in the negative. And if negative answers are correct, the 
choice between compensatory policy and the alternatives is not difficult to 
make, though it may be admitted that compensatory policy is policy designed 
to exercise control- The comparison is too frequently made between full em- 
ployment policy and pure laissez faire, and not between full employment 
policy and the possible alternatives. 

In a very real sense the differences between the “budget balancers” and the 
enthusiasts for compensatory fiscal policy can be summed up in the question, 
“Which budget is it important to consider?” Orthodox views are concerned 
with the fiscal budget, while compensatory views are concerned with the na- 
tional economic “budget.” The latter “budget” is always balanced, since, for 
the economy as a whole, income and expenditure are always equal. The ob- 
jective is thus not to balance social income and spendings, for they wUl in- 
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evitably be equal, but to have them balance at a full employment level. The 
fiscal budget is then seen to be but a single element in the total economic 
picture, to be balanced, less than balanced, or more than balanced as em- 
ployment conditions require. This assumes, of course, that fiscal operations 
are capable of affecting significantly the levels of employment and income. 

LIMITATION OF FEDERAL TAX RATES BY 
CONSTITUTIONAL AMENDMENT 

A small but determined group has been at work since 1938 to further the 
cause of a constitutional amendment which would limit the effective rates of 
federal income, estate, and gift taxes to 25 per cent.“ The objectives of its 
supporters appear to be (1) to moderate the progression of the rates of 
these federal taxes so as to force abandonment of what they believe to be 
a “soak the rich” policy, and (2) to so curb federal revenues as to reverse 
what they believe to be a dangerous trend toward centralization of power 
in the federal government. 

Though the claims of its supporters concerning the degree of legislative 
success to date appear to be at variance with ascertainable fact, the idea 
has gained acceptance to an extent among state legislatures which is both 
surprising and disturbing.^® At one time or another the legislatures of twenty- 
tlnee states have approved the calling of a constitutional convention for this 
purpose, though in two cases the action was vetoed by the governor and in 
seven other cases state action was later rescinded. By 1952 fourteen out of 
a required thirty-six states were on record as favoring the convention. 

The amendment as proposed would permit suspension of the limitation for 
a year at a time, but only (1) in time of war, and (2) upon three-fourths 
vote of the Congress. It is to be noted, therefore, that although some pro- 
vision is made for temporary avoidance of the ceiling, enactment as a con- 
stitutional amendment rather than as statute law would make its amendment 
or repeal extremely difficult, and great obstacles are placed in the way of 
temporary avoidance of the ceiling. To its proponents, of course, these ob- 
stacles are major virtues. But whether or not such obstacles are desirable 

® Much of the material in this section is based upon an informative report on this 
proposed amendment, Constitutional Amendment to Limit Federal Income, Estate, and 
Gift Taxes to 25 Per Cent, prepared by the Tax Advisory Staff of the Secretary, U. S. 
Treasury Department, January 15, 1952. 

1® Having failed in their attempt to gain Congressional approval for originating an 
amendment which would then be ratified by state legislatures, the proponents of the plan 
are attempting to accomplish amendment by a method provided for in the Constitution 
but never used — ^forcing by state action the calling of a constitutional convention, with 
later ratification of the amendment by state legislatures. 

It Op. cit., Table 1. 
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depends upon whether the amendment itself is desirable. We turn, then, to 
a consideration of the probable effects of such legislation upon the fiscal 
actions of the federal government. 

The Treasury has estimated that the revenue loss to the federal govern- 
ment in any year in which 1951 levels of income and the rates of tax im- 
posed by the Revenue Act of 1951 obtained, would be approximately $16 
billion. Most of this loss would occur under the corporate taxes, though 
some $2 billion would be lost to the personal income tax. It is instructive 
to note how these losses could be made up, in view of the fact that proponents 
of the measure would hope for a reallocation of tax burdens. To produce $ 16 
billion of new revenue by a retail sales tax at 1951 levels of income would 
require a 10 per cent rate on all retail sales, including food. Or, if it were 
preferred to readjust personal income tax rates so as to replace the lost $16 
billion without violating the 25 per cent rate limit, a flat rate of 25 per cent 
to all would be required and a reduction of personal exemptions from $600 
to $200. Slightly over half of the lost revenue could be replaced by a doubling 
of all present federal excise rates. 

But it is to be remembered that in addition to reallocating federal tax 
burdens so as to relieve corporate and large personal incomes of a major 
part of their present tax load, the proponents of the amendment intend to 
deprive the federal government of a portion of its revenues so as to reduce 
its fiscal power. This means that some or all of the lost revenue should not 
be replaced. The question of the efl^ect of an annual cut of $16 billion in 
federal expenditures therefore arises. Taking the budget expenditures for 
fiscal 1952 — we were not technically “at war” and the tax rate ceiling pre- 
sumably could not have been set aside — ^it is interesting to see what might 
have occurred. If we subtract from total budget expenditures those for na- 
tional defense and other military programs, foreign — ^largely military — aid, 
debt interest, veterans’ payments, and payments under social security and to 
trust accounts, the remainder is about $6.8 billion. Thus, if all general ex- 
penditures of government in that year had been eliminated, an amount could 
have been saved which is less than half of the revenue loss from operation 
of the tax limit. And this was a year in which a deficit of $4 billion was actu- 
ally incurred. 

The evidence in these figures will go a long way toward explaining the 
rescinding action by seven states upon realization of the consequences of 
action which they had previously taken. Neither of the alternatives of violent 
revision downward of the impact of the tax system or serious tying of the 
hands of the federal government is attractive, even though one may be genu- 
inely concerned over current levels of federal taxation and expenditure. Even 
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a combination of the two alternatives — ^reduction of taxes on higher incomes 
and reduction of federal revenues generally — offers little attraction. For taxes 
are heavy on all income classes, and in terms of teal sacrifices required are 
probably no more severe on high incomes than on low. And the current emer- 
gency requirements of the federal government suggest that if its revenues 
were forcibly reduced by imposition of a tax limit the difference would be 
made up by increase in the debt.^® 

It seems certain that the proponents of the tax limitation amendment do 
not intend that budget deficits and therefore federal debt should increase. 
But the possibilities for replacing the lost revenues or significantly reducing 
expenditures are not promising in the degree required. Though in war periods 
the limit could be set aside, a formal state of war is unusual in modern times. 
A state of armament emergency is, however, persistent, and presumably the 
tax rate limit could not be set aside under these conditions. Furthermore, 
wars and other emergencies leave a trail of expanded expenditures into rela- 
tively “noi-mal” periods. It is thus fairly evident that the amendment would, 
over the years, contribute markedly to the increase of federal debt. If this 
were to occur, would the tax rate limit have any influence upon the terms 
of borrowing? The evidence is reasonably clear that the tax rate limit would 
worsen the government’s borrowing power, creating adverse borrowing terms 
and increasing the interest cost per dollar borrowed. Local governments sub- 
ject to tax rate limits have rather uniformly experienced deterioration in their 
terms of borrowing as their tax limits are approached. And when state gov- 
ernments, for reasons of debt limitation or for other reasons, have set up 
quasi-govemmental agencies to perform governmental functions, they have 
found the terms of borrowing to move against them. Recent Turnpike Au- 
thorities are a case in point. Some states have created such authorities when 
borrowing for extensive super-highway construction has become necessary. 
When the borrowing has been done by quasi- or non-governmental authori- 
ties, unsupported by the credit of the state, interest rates about one percent- 
age point higher have been experienced. The terms of borrowing are, of 

12 If the 25 per cent constitutional limit were adopted, the principal revenue losses 
would occur under the oomoration Income taxes. If, as was suggested in Chapter 18, 
the corporation income tax were eliminated over a period of time and corporate ®arn- 
ings plowed back were charged to stockholders and taxed as income, the mtent would be 
to pick up additional revenues through the personal income tax. Much_ of the increase 
in individual income tax revenues would result from the swelling of individual mcoraes, 
without an increase in the rate schedule. But some rise in personal incoine tax rates 
would almost certainly be required if over-all federal revenues were not to tall. The 20 
per cent limit would reduce effective tax rates on those incomes which would be prin- 
cipally increased by abandonment of the corporate tax. It is virtually certain that the 
rate limit would create greater havoc to revenues under the proposed plan than under 
the present plan. 
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course, related importantly to the revenue potential standing behind the loan. 
It seems certain that an artificial limitation upon tax rates would weaken 
federal credit and raise interest rates. Further than this, as we have seen in 
Chapter 8, such a situation would be almost certain to increase Treasury pres- 
sure for easy monetary policy, thus weakening the monetary instruments of 
anti-inflation policy in periods of boom. 

We have seen that the serious reduction in revenues would jeopardize 
federal fiscal operations, almost inevitably requiring substantial increase in 
debt under weakened borrowing conditions. But ignoring all this, would the 
tax limitation amendment actually strengthen the revenues of the states? 

It is difficult to feel any confidence that it would. In the first place, such 
severe crippling of federal revenues might well lead to the elimination of 
now rather generous provision for deduction of state and local taxes from 
the base of the federal income tax, and deduction of state death taxes from 
the federal death tax. These deductions are now particularly favorable to the 
wealthy. If such deductions were eliminated, would the states be likely to 
use personal income taxes more extensively? One would guess that they 
would not, for elimination of the deduction would automatically increase 
the burden of state income and death taxes. And if they did, the effect would 
run counter to one of the important objectives of the proponents of the pro- 
posal — that of reducing the tax impact on high incomes. 

In the second place, imposition of the limitation on federal income, death, 
and profits taxes would almost certainly lead to adoption of consumption 
taxes by the federal government to replace lost revenue. Indeed, this is a 
stated intention of the proponents of the plan, for they wish to introduce 
regressive taxation into the federal fiscal system. But this would encourage 
the federal government to enter the sales tax field with a vengeance, a field 
now intensively utilized by the states. If the federal government were to adopt 
a retail sales tax at a rate of even 5 per cent, would this not be regarded as 
extremely unfortunate in state government circles? No state so far has found 
it feasible or wise to impose a retail sales tax at a rate higher than 3 per cent. 
The existence of a federal retail sales tax would make it more rather than 
less difficult for the states to increase their sales tax* revenues. Surely the 
tax limitation would push the federal government toward “pre-emption” of 
sales taxation, a field now largely left to the states. 

In the third place, what might imposition of a federal tax rate limit do 

13 The Louisiana petition to the Senate states in part, “Whereas the continued pre- 
emption of available tax sources by the Federal Government will seriously impair the 
tax structure of the several States. . . .” {Congressional Record, January 13, 1953, 
p. 327. 
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to federal grants to state and local governments? In 1951 the states received 
in grants from the federal government some 1514 per cent of their total rev- 
enues exclusive of borrowing. Federal grants produced more revenue to the 
states than any other single revenue source, including combined sales and 
gross receipts taxes.^^ Federal grants to local governments are far less sig- 
nificant, but with respect to particular functions — ^notably education — ^these 
grants have proved to be highly useful. One would be sanguine indeed to 
assume that these federal grants would be inviolate if federal revenues were 
severely reduced through operation of a tax limitation amendment. It is almost 
certain that the states would be thrown more completely on their own re- 
sources; in this respect their present position would be worsened rather than 
improved. 

Finally, the quality of the over-all fiscal system would show marked decline 
if such a tax limitation were forced upon the federal government. The auto- 
matic compensatory element in the present progressive tax system would be 
almost completely destroyed. The degree of uniformity among the states en- 
couraged by the federal practice of permitting deductions and credits might 
be largely lost. Tlie social burdensomeness of the tax system would increase 
for a given aggregate of tax collections, on account of the introduction of 
serious regressive elements into the over-aU tax system. By the same token, 
the limits of revenue productivity of the system as a whole would be low- 
ered. Many if not most of the instruments of fiscal coordination among gov- 
ernments at different levels would become inoperative. 

In terms of the stated objectives of the proponents of the amendment, the 
proposal is not promising. Less federal revenue does not guarantee propor- 
tionately less federal expenditure; it probably leads to heavier federal debt. 
Less federal revenue does not mean more state revenue; it may mean less, 
because it may well mean less generous provision for deduction of state taxes 
from federal and less generous federal grant policy. Less progression in the 
federal tax system probably would require more progression in state systems, 
for without it state revenues would suffer and serious federal entry into the 
sales tax field might well foreclose further advance by the states in that area. 

How is it possible to explain the degree of legislative progress made by 
the proposal, in view of its potential for crippling federal financial operation 
and its probable failure to attain any of its ends beyond that of embarrassing 
the federal government? The explanation must lie in the absence of sober 
second thoughts on the subject except in the legislatures of those states which 
have either taken no action or have rescinded their earlier support of the 

14 Tax Foundation, Facts and Figures on Government Finance, 1952-3, New York, 
The Tax Foundation, 1952, p. 146. 
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movement. Concern over the rising level of governmental expenditures and 
bewilderment with the complexity of the problem of expenditure control have 
apparently created a serious condition of frustration in certain segments of 
the society. The temptation is to strike out blindly at the particular devil, 
the federal government. The weapons of blind attack are slogans (“The way 
to cut expenditures is to cut them”) or mechanical “gadgets” (tax rate 
limits, debt limits, legislative budgets, single appropriation bills, across-the- 
board cuts). The job, of course, is one of making intelligent decisions among 
a range of choices. Any action which limits the range of choice requires 
careful analysis to assure that the possibilities for intelligent or necessary 
action are not ruled out, leaving scope for choice only among inferior alterna- 
tives. 

ARE HIGH TAXES INFLATIONARY? COLIN 
CLARK'S ANALYSIS 

By coincidence, those who favor establishment of a tax rate limit of 25 
per cent upon the federal government have recently found comfort in the 
writings of Colin Clark, Australian economist-statistician.'’'^ Though the drive 
for constitutional limitation of federal lax rates antedates the Clark study 
by several years, Clark’s conclusion that “the critical level of taxation ... is 
around 25 per cent of national income,” has been taken to lend empirical 
support both to the imposition of tax limits and to the establishment of those 
limits at or near 25 per cent. It is not to be assumed from his writing that 
Clark would favor such formal limitation as we have discussed in the pre- 
vious section, but his conclusion has materially strengthened the position of 
those who favor limitation by providing what is taken to be empirical and 
theoretical support for such action. 

Clark’s study is essentially a statistical study which compares the course 
of the ratio of total taxation to national income with the course of prices in 
various countries. An attempt is made to exclude war and depression con- 
ditions, thus concentrating the analysis upon “normal” circumstances. The 
conclusion is, in general, that when taxes reach 25 per cent of national in- 
come there is a strong tendency toward price inflation. If this conclusion 
is acceptable, an eflective guide to fiscal policy is established; the concept 
of limits to taxable capacity takes on rather simple quantitative characteristics. 

It is apparent that if taxation in excess of 25 per cent of national income 

Clark, Colin, “Public Finance and Changes in the Value of Money,” Economic 
Journal, December, 1945, pp, 371-89. A popularized version appeared in Harper’s Maga- 
zine, December, 1950, pp. 67-9, under the title, “The Danger Point in Taxes.” 

15 Atlantic Monthly (see above), p. 68. 
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causes inflation, serious question is raised concerning the use of taxation for 
compensatory purposes. The theory of compensatory taxation holds that, 
considered by itself, taxation withdraws from potential spenders income which 
would otherwise contribute to inflationary demand in boom times. Thus, 
when increased spending under conditions of full employment can only push 
prices upward, heavier taxation may be used to moderate the propensity to 
spend in the private section of the economy.^'^ But if some implications of 
the Clark study are accepted, heavy taxation is itself a cause of inflation, 
and the merits of a policy of taxation to prevent inflation are brought into 
serious question. This conflict must be resolved; either heavy taxation in 
boom times is inflationary or it is not. In order to come to some conclusions 
concerning this conflict, it is necessary to analyze the Clark study more 
closely. 

A POLITICAL LIMIT TO TAXATION. It is one thing to show statistically 
that in a number of historical cases taxation to or beyond 25 per cent of 
national income has occurred concurrently with a rise in the price level. It 
is quite another thing to conclude from this concurrence that the rise in the 
price level is caused by the high rate of taxation. The major evidence in 
Clark’s article points toward the hypothesis that in “normal” times societies 
tend to be unwilling to accept effective rates of total taxation much beyond 
25 per cent of national income. But this refers to a political limit and not to 
an economic limit. Clark speaks of the 25 per cent as the “limit beyond which 
the taxpayer prefers devaluation to further taxation.” It may well be that 
in modem societies, when boom conditions exist and effective tax rates rise 
— either to balance a large expenditure budget or to combat inflation — some 
point is reached where taxpayers grumble and legislators weaken. It would 
seem, however, that in this situation the explanation of the inflation lies in 

1’’ It is of course telling less than the whole story to limit ourselves to taxation alone. 
It is necessary to consider also what government does with the funds it removes from 
private hands. Four general possibilities exist; (1) If government were to spend its funds 
on precisely those things which private individuals (taxpayers) would have bought with 
the funds taxed away from them, no significant anti-inflationary effects will result. (2) 
If government spends for military materials — ^materials which private individuals would 
not have bought — demand pressure upon the prices of civilian goods will be reduced by 
taxation, though to the extent that military and civilian goods compete for the same ma- 
terials and labor, general inflationary pressures will occur. It is to be assumed, however, 
that the effect would be less inflationary than in (1) above. (3) If, through heavy taxa- 
tion, government runs a surplus, this surplus may be used for debt retirement. The 
chances are good that the combination of taxation and debt retirement will be anti- 
inflationary, on the grounds that propensities to spend from the proceeds of retired 
bonds are likely to be lower than propensities to spend from current income. (4) If the 
surplus created by heavy taxation is hoarded, tliat is, if treasury cash and treasury de- 
posits with the Federal Reserve banks are permitted to pile up, the anti-inflationary eSect 
will be sb'ongest of all. 
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taxation which is too low rather than too high. The situations which Clark 
cites appear to be situations in which the ratio of governmental expenditures 
to national income either equals or exceeds the ratio of taxation to national 
income. In many of these situations, governments were running heavy defi- 
cits; in none was a government running a significant surplus. If a government 
is running a heavy deficit, particularly when the rate of expenditure or tax- 
ation is 25 per cent or more of national income, the expectation of price 
inflation is quite consistent with the theory of compensatory action. For in 
this situation government is making a net contribution to total expenditures 
at full employment — its expenditures add more to aggregate demand than 
its taxes reduce aggregate demand — and the expected result is a price rise. 
But even if government is operating with a balanced budget on such an 
extensive scale, it is quite probable that the aggregate propensity to spend is 
increased. For government will be spending funds which if left in private 
hands might have, in part, been saved. 

It is difficult to quarrel with the hypothesis that a political limit to taxa- 
tion exists. Indeed, it is widely recognized that, other things equal, rising 
taxes meet with increasing resistance from taxpayers, and legislators find it 
increasingly unpopular to impose higher and higher rates of tax. But this is 
not to say that higher rates of tax will cause inflation. For the latter assumes 
a causal economic relation between high taxes and high prices, and Clark has 
adduced little evidence to demonstrate this causal connection. If taxpayers 
prefer inflation to higher taxation when the rate of taxation reaches one- 
fourth of national income, as Clark says, the implication is that taxpayers 
have chosen — consciously or unconsciously — between two alternatives. But 
taxation and inflation are not alternatives if inflation results in both cases. 
Clark claims too much for his evidence; the cases cited by him do appear to 
indicate that near the 25 per cent level the public seems to prefer inflation 
to further taxation, but this is not at all the same thing as saying that 25 per 
cent is the “critical level beyond which inflationary prices come into play.” 

AN ECONOMIC LIMIT TO TAXATION. The quotation from Clark in 
the sentence above clearly hnplies that taxation beyond the limit creates in- 
flation. Now this is quite a different hypothesis from that which points to 
political resistance to high tax levels. What evidence have we in the economic 
— as distinct from the political — sphere which suggests that high taxation 
might create inflation? There would seem to be two general ways in which 
excessive taxation could conceivably cause price increases. The first possi- 
bility is that high taxation adversely affects efficiency in production. The 
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second is that the taxes are, in general, shifted forward through price in- 
creases. 

If the level of taxation is so high as to encourage inefficiency in produc- 
tion or a reduction of economic effort, Inflation may well be given a start, 
or having started, be given additional fuel. It is surely acceptable as a 
hypothesis that if the level of, say, profits taxation is regarded as being ex- 
cessive, profit makers will show less resistance to wage and other cost in- 
creases. For it may be just as attractive to the profit makers to sacrifice a 
share of potential profit to wage earners or to relatively unnecessary outlays 
of other sorts as to pay over these profits to government. Labor can be 
placated by giving in to its wage and other demands, executives can be re- 
warded with bonuses and with entertainment, customers can be brought 
along by larger outlays for entertainment and for advertising. The total effect 
is to increase costs of production and, presumably, to increase prices. This 
suggests, then, a fairly direct line of economic causation from high taxes to 
higher prices. And if the reciprocating influences of costs upon prices and 
vice versa take hold, a significant rise in prices is conceivable. 

In tire analysis above, one major factor has been ignored. This is the de- 
mand for products. It seems probable that the relaxed attitude toward effi- 
ciency will develop only if there are already inflationary influences at work 
in the economy. For if there is little prospect that the market will pay higher 
prices, employers will probably resist cost increases as rigidly under high 
taxes as under low. Unless they do, their profit position worsens, and there 
seems to be good reason to believe that, in the absence of inflationary con- 
ditions, the pressure of taxes may stimulate drives for efficiency. A possible 
exception is the situation in which the high taxes are thought to be only 
temporary. But even in this case, an intelligent employer will recognize that 
if he gives in to demands for increased costs, these increases become more 
or less frozen into the system, and a future reduction of taxes will leave him 
with permanently higher costs. 

Closely related to the above is the possibility that high effective tax rates 
may weaken incentives to produce. In the case of workers this would pre- 
sumably produce absenteeism and a tendency to relax on the job. In the case 
of managers it might result in laxity in the performance of duty, lack of 
ambition in production and marketing, and heightened enthusiasm for vaca- 
tions and meetings or conventions. In the case of savers, the venturing of 
savings in potentially profitable investment might be discouraged. The over- 
all effect would thus be to limit output which, under certain conditions, might 
well lead to higher prices. But again, inflation will result only if other con- 
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ditions permit it. For an increase in prices for a given output requires an 
increase in monetary demand. The conclusion seems justified that if infla- 
tion is already operative, it will be accelerated by tax policy that decreases 
efficiency or initiative. On the other hand, it appears unlikely that inflation 
will be generated by such policy. For over against the situations cited, if tax 
policy discourages efficiency or initiative the inducement to invest is weak- 
ened, and a significant element in inflationary demand is removed. Much of 
the above is based upon the assumption that high taxes have an adverse 
effect upon initiative. This assumption has by no means been established, 
and we shall consider it further in the next chapter. 

The second possible channel by which high taxes could produce rising 
prices is that of forward shifting. If taxes are added to prices, then the higher 
the level of taxation the higher the level of prices affected by those taxes. 
We cannot afford at this point to review the material on shifting and inci- 
dence presented in Chapters 13 and 14. In general, however, we found that 
taxes on net income and inlieritance are not shiftable. In nations like the 
United States, England, and Sweden, where direct taxes predominate, one- 
could not expect high taxes to have marked direct effect upon prices. In 
countries like France, Germany, Italy, and Poland, with heavy dependence 
upon customs, excises, and sales taxes, one would expect the level of taxa- 
tion to influence the level of prices directly. Notable inflation, however, can- 
not be accounted for only in terms of rising rates of indirect taxation in these 
countries. The indirect taxes, however, possess, the vice of inducing — or at 
least, encouraging — the wage-price spiral, and can produce a degree of in- 
flation far out of propordon to the magnitude of tax increase. 

On the whole, the Clark analysis is not convincing. It may be interesting 
to note that in a succession of historical cases the people in essentially demo- 
cratic societies have resisted taxation in excess of one-quarter of national 
income, and have chosen the inflationary consequences of this resistance. 
This does suggest that, with respect to the cases cited by Clark, a political 
limit of taxation was reached. But that this is an economic limit of taxation, 
beyond which inflation will set in, has by no means been demonstrated. Clark 
himself has stated that “the evidence is far from conclusive.” The simple 
comparison of effective tax rates with price indexes leaves us essentially in 
the dark as to causation. Large deficits are inflation-inducing, and in several 
of Clark’s statistical examples large deficits were occurring. In all other cases 
a ground swell of economic conditions was causing inflation which effective 
tax rates of 25 per cent or more of national income were unable to check. 

LB Harper's Magazine, December, 1950, p. 68. 
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The statement of a negative reaction to the conclusions of Colin Clark with 
respect to the probable limits of taxation does not do justice to the subject. 
That there are limits can hardly be denied. But what is the nature of political 
and economic limits to feasible levels of taxation, and what sorts of condi- 
tions influence these limits? Essentially the political limits are the maximum 
of tax payments which the public will accept at any given time. The economic 
limits are established at points at which over-riding objectives of the econ- 
omy are compromised. 

It should be evident that these limits are quite closely related to one an- 
other. What a society will stand for in the matter of tax levels is largely 
determined by what it believes it can stand economically. Even so, it is 
convenient to separate for study the essentially political variables from the 
essentially economic variables in the picture. When political and social goals 
of a society are thought to be in jeopardy, political action will probably be 
taken, as the frequent swings from liberal to conservative governments and 
back again wUl testify. The conservative desire to preserve stability in social 
and governmental institutions constantly contends with the liberal desire to 
change and improve. Preservation of stability in social organization implies 
that group relations are maintained, that the pattern of income distribution is 
essentially maintained, that the rules of the game arc essentially unchanged, 
that yesterday’s opportunities for individual advancement remain undisturbed. 
It implies that the roles assigned to groups are essentially fixed, that labor 
shall not usurp management’s functions and prerogatives, and that govern- 
ment shall not act as an instrument of rapid social change. In a conservative 
era, therefore, political limits to the level of taxation are relatively low for 
it is desired to avoid the redistributive effects of taxation and expenditure. 
Also, the dignity of and respect for government and its authority demand 
preservation; excessively high taxes may encourage illegal evasion. 

In times of social emergency, such as wars and serious depression or in- 
flation, social institutions are inevitably seriously disturbed and revision of 
the rules of the game may come rather easily. In fact if the emergency is 
serious enough to create violent social dislocation or national peril and there 
is a probability of revolutionary change in social and political institutions, 
the preservation of a national way of life may well require some change in 
the rules. Thus, in periods of emergency, some degree of socialization of 
profits, some revision of the income distribution pattern, or some changes 
in economic structure will probably occur, and the political limit to the level 
of taxation becomes elastic upward. Furthermore, at least gradual change in 
social, governmental, and economic institutions seems historically to be im 
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evitable. The political limits to taxation in 1954 are likely to be much higher 
than they were in 1924, as a series of emergencies has brought considerable 
change in thinking with respect to the proper role of government in the so- 
ciety. Since the political limit of taxation is the maximum level which the 
society will accept, this level is obviously changeable over a length of time. 

The concept of an economic limit to taxation has relevance only in a 
context of the economic goals of the society. In the economic sense, what the 
society wants is a satisfactory level of living, including leisure, and the pro- 
vision for advance in the level of living, over a course of years. This means 
efheient production and persistent improvement in technology. It means also, 
in a free society, that production is so allocated as to maximize individual 
satisfactions. If tax receipts are used for wasteful or frivolous purposes, while 
the same income would have been used privately with greater utility, the 
fiscal system contravenes social objectives. Under conditions of full employ- 
ment, a decision by government to tax and spend is a decision to substitute 
government — i.e., group — choice for individual choice. The two need not 
conflict, for government service is an important part of high living levels, but 
the possibility of misallocation of resources is present. The higher the levels 
of taxation and government expenditure in relation to national income the 
greater the opportunity for conflict of interest between government and the 
individual. This is but another way of looking at the concept of the eco- 
nomic limit of taxation. 

We have seen that under unwise direction of governmental expenditure 
and taxation individual utilities may be sacrificed, and standards of living in 
the society would be made lower than they need to have been. It is also pos- 
sible that misdirected fiscal policy may make technological progress slower 
than it needs to be. For if taxation makes saving difficult, and government 
expenditure overemphasizes consumption, an obstacle to investment in private 
productive facilities is erected. Undersaving by the economy has its price in 
unnecessarily low future productivity. Here again, of course, we face the 
possibility of misallocation of production — too much emphasis upon con- 
sumption and too little upon investment. These are the sorts of matters which 
require consideration if the notion of an economic limit to the level of taxa- 
tion is to have meaning. 

It is fairly obvious, therefore, that it is not reasonable to think in terms 
of a specific percentage of national income as the economic limit of taxa- 
tion. For the comparison is between a situation actually experienced and a 
situation which would have been experienced if the tax rate had been dif- 
ferent from what it was. If an economy is operating at a low income level a 
20 per cent effective rate of taxation will be extremely burdensome upon 
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levels of living. In full employment an effective tax rate of 20 per cent would 
be comparatively light. Furthermore, the type of tax system employed will 
be an important determinant of the degree of burden. A regressive system 
will approach its economic limit before a progressive system, regardless of the 
level of employment and national income. 



CHAPTCII 26 SOME CURRENT ISSUES IN 

PUBLIC fINANCE (continued) 


BUILT-IN COMPENSATORY MEASURES 

During the past decade considerable interest has been shown in the possi- 
bility of constructing a fiscal system which will contain as many as possible 
of fiscal measures which are automatically compensatory in effect. Granted 
that expenditures should rise and tax rates fall in periods of unemployment, 
and that tax rates should rise and expenditures fall in full employment 
periods, how is it possible to accomplish the appropriate compensatory poli- 
cies in practice? The legislative process is frequently too slow to accomplish 
appropriate action in time, even assuming that legislators are sympathetic to- 
ward compensatory policy. In addition, the selection of policy appropriate 
to a particular time involves forecasting of trends with instruments which 
are imperfect at best. If it were possible to incorporate into the fiscal process 
permanent programs which react instantly and in the proper direction when 
economic conditions change, these automatic stabilizers would recommend 
themselves both on the grounds that specific legislation would be unneces- 
sary and that specific judgment would not need to be made in each individual 
case of change. 

TYPES OF BUILT-IN MEASURES. We shall consider three forms of pos- 
sible built-in stabilizers: progressive income taxes, unemployment compensa- 
tion, and some other compensatory payments systems. 

1. PROGRESSIVE INCOME TAXES. Progressive taxes operate only on 
the revenue side of the compensatory picture, leaving the expenditure side 
unaffected. But progressive taxes measured by income inherently contain 
stabilizing influences of the appropriate sort; they become heavier as income 
rises and lighter as income falls. As taxable incomes rise under progressive 
taxation the effective rate of tax rises, for marginal increments of income be- 
come subject to higher tax rates. This means that the rise in tax liability is 
more than proportional to the rise in income. Conversely, as personal incomes 
fall the effective rates of tax fall and the decrease in taxes is more than pro- 
portional to the decrease in income. It' is important to note that this varia- 
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tion in tax impact is built into the tax measure; it is not dependent upon 
legislation of rate changes. And since the tax is imposed upon income di- 
rectly, its compensatory influence is not only automatic but immediate. 

The nature of a progressive income lax is such as to make of it a potentially 
cfltective automatic instrument of compensatory action. But aside from the 
fact that it must be progressive and should be applied to income, a further 
quality should be provided in the tax measure to make it most effective. The 
tax should be collected concurrently with the receipt of income, or as nearly 
so as is feasible. This provides a tax impact prior to the time when most 
plans for the disposition of income are made, and permits the maximum in- 
fluence upon private spending to be felt. 

The flexible impact of the progressive income tax as an automatic com- 
pensatory measure is accentuated by the normal behavior of price levels un- 
der conditions of economic instability. As full employment is approached, 
scarcities of productive factors appear in increasing volume and upward pres- 
sure upon prices occurs. Money incomes, to which income taxes are applied, 
thus increase relatively rapidly under boom conditions. Thus, the increase 
in prices intensifies the impact of the income tax. On the other hand, if busi- 
ness activity declines, there is an increasing tendency for prices to fall. This 
accelerates the fall in money incomes and thus — assuming tax rates and 
exemptions to remain unchanged — a progressive lightening of the impact 
of the tax occurs at a time when a lightening of the impact is appropriate 
for compensatory purposes. 

It follows, of course, that a tax system which is regressive in terms of 
income possesses inherent flexibility of impact, but the flexibility is perverse. 
As incomes fall the tax burden becomes heavier, and as incomes rise the 
tax burden lightens. And a tax system whose effective rate is proportional 
to income received, though it imposes tax liabilities which rise and fall with 
income, imposes liabilities of increasing severity in periods of falling incomes 
and of decreasing severity as incomes rise. Unless rates are deliberately 
changed as incomes change, such fax systems are anti-compensatory; they 
tend to “boom the boom and depress the depression.” 

2. UNEMPLOYMENT COMPENSATION. The unemployment compensa- 
tion system is capable of operating as a double-barreled fiscal stabilizer. As 
unemployment increases in the downswing of business activity, the number of 
persons receiving benefits increases. At tlie same time the unemployment 
taxes on payrolls will fall. When an upswing in business activity occurs bene- 
fit payments fall in total, and, presumably, unemployment tax collections 
rise. 
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We shall want to take a closer look at this system, however, to see more 
clearly the degree to which current provisions of the unemployment com- 
pensation system can be effective in compensating for changes in spendings 
for Gross National Product. Since the system operates under state laws there 
is some variation in provisions; nevertheless there is, in general, considerable 
uniformity among state systems. The waiting period between the beginning 
of unemployment and the beginning of benefit payments is generally one 
week. Thus, the receipt of benefits is almost immediate. The size of the 
weekly benefit varies in all states with the wages earned while employed, and 
some states provide additional weekly benefits where there are dependents. 
In general, weekly benefits for fully qualifying workers would appear to range 
between $20 and $40. It is thus evident that their unemployment compensa- 
tion benefits will provide smaller weekly disposable income than workers 
would have received had they remained employed. But unemployment is in- 
evitable in recession and depression; the important comparison is therefore 
between disposable income received through benefits and the disposable in- 
come which would have been available to the worker if there had been no 
unemployment compensation. When seen in this light unemployment com- 
pensation benefits provide a significant cushion to the fall of consumption ex- 
penditures by the unemployed. 

The results in a recent period of operation of the system can be seen from 
the following figures: ^ 


YEAR 

INDEX OF EMPLOYMENT 

IN MANUFACTURING 

PAYMENTS 

FROM UNEMPLOYMENT 

COMPENSATION RESERVE FUND 
($ inillion) 

1948 

102.8 

859 

1949 

93.8 

1,314 

1950 

99.2 

2,026 

1951 

105.4 

900 


The employment figures show the effects upon employment of mild recession 
in 1949 and early 1950. The recovery had begun in 1950 before the Korean 
outbreak in June of that year, and the defense build-up later in the year 
produced an annual average of employment for 1950 considerably above that 
of 1949. It is noteworthy that the employment figures above are on a calendar 
year basis, while the payment figures are for fiscal years ending in the middle 
of the designated year. Thus, the high figure of benefit payments during 

1 The employment index is the average index of monthly employment in manufactur- 
ing industries, from Monthly Labor Review, November, 1952, p. 568. Payments from 
the Unemployment Compensation Reserve Fund are taken from Annual Report of the 
Secretary of the Treasury, 1951, p. 721. 
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1950 represents payments from July, 1949 througli June, 1950. The figures 
show a rather remarkable increase in benefit payments with a reduction in 
employment; they also show a remarkable decline in benefit outlays (1951) 
with a rise in employment. 

It should be noted that — on the benefits side — unemployment compensa- 
tion is a better compensator in mild and short recessions than in severe and 
long depressions. For the duration of benefits is limited in all state plans; most 
states limit consecutive benefit payments in any year to about twenty-six 
weeks. In persistent unemployment, uninterrupted by periods of re-employ- 
ment which would qualify the worker for further benefits, the unemployed 
would tend to exhaust their benefits in increasing numbers, and the cushion 
would be progressively removed. (This continues the assumption that the 
plan remains unchanged; it is possible that in periods of severe and protracted 
unemployment, with widespread exhaustion of benefits, the existing limita- 
tions would be liberalized.) When unemployment is decreasing during a 
cyclical upswing, aggregate benefit payments will fall, creating an appropriate 
compensatory result of reducing payments to persons who are not contribut- 
ing to production. The limit to decrease in benefit payments is reached, how- 
ever, when full employment is reached. If monetary demand continues to in- 
crease after full employment is reached, causing inflationary pressures, further 
decline in outlays is impossible, and the anti-inflationary force of unemploy- 
ment compensation benefits is exhausted. 

On the tax side of the unemployment compensation system, built-in flexi- 
bility of a compensatory nature is also observable. Assuming the rate of tax 
on payrolls to remain constant through the cycle, when employment is high 
payrolls will be high and tax collections high. This is due both to the large 
volume of employment and to relatively high rates of wages. When employ- 
ment is low, tax collections are low, and for the same reasons. The severity 
of the “bite” on disposable income — ^whether the incidence of the tax is 
upon employers, employees, the public, or some corabmation of these — 
increases and decreases progressively as employment rises and falls. 

The behavior of receipts to the Unemployment Trust Fund with recent 
changes in employment is demonstrated in the following figures; ^ 


YEAR 

INDEX OF EMPLOYMENT 

IN MANUFACTURING 

UNEMPLOYMENT TRUST 
FUND RECEIPTS 
($ million) 

1948 

102.8 

1,313 

1949 

93.8 

1,173 

1950 

99.2 

1,281 

1951 

105.4 

1,542 


2 Idem. 
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In this sample a dose correlation in movement of the two variables is evi- 
dent. The fluctuation of payroll tax receipts with employment is seen, how- 
ever, to be much more moderate in amplitude than is the fluctuation in 
benefit payments with employment, shown earlier in this chapter. One may 
conclude that the compensatory leverage exerted by benefits is greater than 
that exerted by the payroll taxes. The principal reason for the moderate 
variation of payroll taxes is to be found in the experience rating formulas 
used by most states in determining the tax rates chargeable against the pay- 
rolls of particular employers. In most states the rate of tax on an employer’s 
payroll is determined by the ratio of his payroll to the reserve credited to 
him, or the ratio of recent benefit payments to his employees to the size of 
his payroll. If the ratio is high his tax rate is high; if the ratio is low his tax 
rate is low. The tax rate may vary between a maximum of 3 per cent for 
nearly all states to a minimum of .8 per cent or less. It will be noted, how- 
ever, that both ratios mentioned as determining rates of payroll tax are sub- 
ject to significant movement with the business cycle. Over an extended 
period of essentially full employment, the ratio will permit a general lower- 
ing of tax rates. In 1948, for example, rates of payroll tax were generally 
very low. In an extended period of reasonably severe unemployment, since 
benefit payments will be high, the ratio of payrolls to reserves will rise and 
the ratio of benefits to payrolls will be high. Thus, payroll tax rates will be 
high. We see, therefore, that the common experience rating plans introduce 
an important element of perverse variability in the impact of the tax. Though 
in hoom times payrolls are high and compensatory action calls for heavy 
tax impact, experience rating moderates the impact by lowering the rate. 
And though in depression, payrolls are low and compensatory action indi- 
cates light taxes, experience rating tends to raise the rates generally to the 
maximum. On the tax side, therefore, changes in the size of payrolls in the 
cycle tend to vary the aggregate tax impact in the appropriate direction, but 
experience rating as now generally employed vitiates to a considerable degree 
the inherent compensatory values in the system. 

The leverage effects of unemployment compensation could be increased by 
several kinds of change in present practice. The larger the weekly benefit — 
short of the point, of course, at which malingering is notably encouraged — 
the greater the magnitude of the dollar variation in benefits injected into the 
economy. The longer the duration of benefits to the unemployed, other things 
equal, the more dependable the cushion against severe decline in consump- 
tion. For if an unemployed person could depend upon receipt of weekly 
benefits as long as he remains unemployed, there would be little reason to re- 
frain from spending currently the whole of his current benefit receipts, while 
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if he fears he may remain unemployed after exhaustion of benefits he will 
be encouraged to save what he can from his current benefit checks. 

The leverage applicable through the payroll taxes could be increased by 
radical change in the method of experience rating, or by its elimmation. If 
experience rating were eliminated, z.e., if tax rates were unvarying through 
the cycle, the contraction and expansion of payrolls would create wider 
variation in aggregate payroll taxes paid than now occurs. If payroll tax 
rates were placed upon a sliding scale which is tied to the volume of employ- 
ment, so that rates would rise as employment rises and vice versa, the im- 
pact would be increased still more. If it is desired to reward the employer 
whose employment record is relatively good, a different formula from those 
now employed should be constructed. The objective of experience rating 
appears to be to reward employers who provide stable employment through 
their own means. Current formulas reward nearly all employers when times 
are good and penalize nearly all when times are bad. They are therefore not 
based upon merit but upon conditions over which the individual employer 
has substantially no control. A genuine merit rating scheme might well re- 
ward the relatively stable employer within his industry even in conditions of 
widespread unemployment. And in any case, whatever award for merit the 
employer deserves in the form of reduced payroll tax rates might be presented 
to him at the timq when it would work most effectively to cushion the de- 
cline in spendings. It is the wide, anti-compensatory swings in payroll tax 
rates which are to be avoided if the system is to perform most effectively 
its useful stabilization function. But even as it stands it is an effective com- 
pensatory instrument of the built-in type. And the wider its coverage the 
more effective it becomes. 

S. COMPENSATORY PAYMENT SYSTEMS, There is some possibility 
that the desired sort of compensatory action may occur through programs 
of payments and subsidies built into the governmental system. Benefit 
payments under the Old Age and Survivors’ Insurance title of the Social Se- 
curity Act may have favorable compensatory influence in the business cycle. 
A beneficiary under this program receives, on retirement, a fixed monthly 
payment.® In periods of low employment and low prices the increased pur- 
chasing power of his annuity will place the beneficiary in the market for more 
units of products. Conversely, in periods of high employment and high prices 
the annuitant (unfortunately for him) finds that he is priced out of certain 
markets. The demand pressure from aged annuitants thus increases when 

SThe amount of the payment may, of course, be changed by legislation, but an 
analysis of automatic stabilizers assumes the rules to remain unchanged. 
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an increase is useful and decreases when inflationary pressures are strong. 
The effect is stabilizing, but its strength is influenced by the size of the an- 
nuity payment and the number of persons included in the system. 

It seems reasonable to assume, however, that the desirable compensatory 
effects flowing from the spending of fixed annuities are partly offset by the 
anti-compensatory effects flowing from the rigidity of social security tax 
rates in the cycle. While payrolls will rise and fall in prosperity and depres- 
sion, and while payroll tax payments will thus rise and fall, those who remain 
subject to the tax will probably find their proportional tax rates more bur- 
densome because their wages have fallen. Likewise, those who avoid taxes 
because they lose their jobs will not find that release from payroll taxes en- 
courages consumption spending. On the other hand, the situation is less 
negative than it may first appear, for Old Age and Survivors’ Insurance does 
not operate upon a pay-as-you-go basis; a current excess of benefit payments 
over wage tax collections will contribute to a current deficit in governmental 
operations, which will tend to counter deflation. It is probable that a deficit 
in social security operations will not result in an increase in general fund 
taxes, and the extent of the deficit represents in rough terms the govern- 
ment’s net contribution to disposable income in the hands of the public. 

Subsidy payments by government may also have compensatory effects 
which are favorable to stability. Price-support payments arc a case in point. 
If these subsidies are designed to maintain agricultural prices in deflation, the 
amount of such payments will increase as deflation proceeds. Conversely, 
governmental payments in periods of high prices will presumably slacken. 
If, on the other hand, the price support program is designed merely to pro- 
vide “parity” prices, only a drop in agricultural prices proportionately greater 
than the drop in non-agricultural prices will increase the subsidy payments 
and thus contribute a net increase in governmental funds to the income stream. 
In tire past it appeared that in depression, labor migrated from industry to 
agriculture, and that farmers tended to increase output as prices fell. This 
would suggest a natural tendency for farm prices to fall in recession and de- 
pression more rapidly than non-farm prices, which would bring about a 
normal increase in price-support subsidies as a cyclical downswing develops. 

THE PRACTICAL EFFECTIVENESS OF BUILT-IN STABILIZERS. We 
have described briefly the principal stabilizing measures which have become 
an accepted part of the fiscal structure of the United States. Their operation 
is automatic, in the sense that they exert appropriate compensatory influ- 
ences upon an otherwise unstable economy without the necessity for the 
exercise of judgment or fiscal planning. In a society whose governmental 
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processes are frequently slow and uncertain, it is advantageous to have incor- 
porated into the system permanent programs which promote stability auto- 
matically. The real question is: How effective, over-all, are these programs in 
counteracting tendencies toward instability? Have they made the economy an 
inherently stable one? As a group these policies are almost certainly not 
potent enough in their present form to prevent or to cure severe boom 
or depression. It seems reasonable to presume, however, that they did con- 
tribute markedly to the early recovery from the inventory recession of 1949, 
and that this sort of thing is their proper role. A minor reduction in employ- 
ment produces tax reduction where it counts, and pours a significant stream 
of unemployment benefits into the hands of potential buyers. Probably even 
more significant, however, is the effect of such stabilizing measures upon the 
expectations of both producers and consumers, in preventing a dangerous 
over-pessimism. These measures tend to counter relatively weak inclinations 
toward inflation or deflation, and in so doing help to prevent minor inclina- 
tions of this sort from growing into major movements. But given serious 
market dislocations which tend toward inflation or deflation, the automatic 
stabilizers now in the system would appear to offer only minor defenses. 

The role of automatic stabilizers is thus that of resisting movements away 
from stability at or near full employment. If the unstabUizing forces are them- 
selves weak, they may be effectively countered by the automatic stabilizers; 
if the unstabUizing forces are potentially strong and cumulative, the role of 
built-in stabilizers is that of gaining time in the early stages for the installa- 
tion of deliberate and temporary stabilization policies. For example, if po- 
tentiaUy severe recession sets in, the automatic reduction of effective income 
tax rates and the payment of unemployment compensation benefits will help 
to create a resistant environment untU public works projects and legislated 
tax rate reductions can be put into operation. 

But though automatic stabilizers are clearly effective in accomplishing the 
stabUization objective — and the more powerful their influence upon aggregate 
demand the more effective they will be — ^in their present state they cannot 
constitute the sole support of a compensatory fiscal program. Non-automatic, 
deliberate policies, instituted through the usual legislative process, will be 
required from time to time, in both inflationary and deflationary conditions. 
The tools of such discretionary action are, of course, principally those to be 
found in the budget process: regulation of the general level and the objects 
of expenditure and adjustments in the tax system, both with respect to rates 
and to a lesser degree with respect to the types of taxes to be employed. 
Though legislation of such matters is cumbersome and time-consuming, and 
though the action taken may be inadequate or improper for stabiUzation pur- 
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poses, it seems clear that the ultimate dependence must be.upon the Congress. 
The delegation to appropriate executive agencies of the power to take prompt 
action against inflation or deflation has not so far been acceptable to legis- 
lators. Delegation to the executive of power to vary tax rates within stated 
limits at his discretion, similar to the power granted to the Board of Gov- 
ernors of the Federal Reserve System to vary reseiwe requirements within 
specified limits, would provide an instrument of discretionary compensatory 
policy capable of performing real service in emergency situations. The effec- 
tiveness of compensatory action would be enhanced by legislative direction 
to the executive to prepare and maintain a “shelf” of useful public works 
projects, some of which could be undertaken immediately when marked de- 
cline in national income threatens. And if a reserve appropriation in a stand-by 
status were available for use by the executive to permit the signing of public 
works contracts while the legislative wheels are grinding, discretionary policy 
on the expenditure side could meet compensatory requirements more quickly 
and effectively. 

At the end of World War II, much serious thought was given by federal 
legislators to the implementation of stabilization policy. The original “Full 
Employment Act of 1945,” which was not enacted into law, would have 
declared the maintenance of full employment conditions to be a major 
responsibility of the Congress, and would have permitted a considerable 
freedom of action to the executive in meeting this responsibility. The im- 
plications of such a plan were a bit too rich for the taste of the Congress, 
however, and legislation of the Employment Act of 1946 represented a con- 
siderable modification of the Congressional stand with respect to compensa- 
tory action. The declaration of purpose in the Employment Act of 1946 
reads as follows: * 

The Congress hereby declares that it is the continuing policy and responsibility 
of the Federal Government to use all practicable means consistent with its needs 
and obligations and other essential considerations of national policy, with the 
assistance and cooperation of industry, agriculture, labor, and State and local 
governments, to coordinate and utilize all its plans, functions, and resources for 
the purpose of creating and maintaining, in a manner calculated to foster and 
promote free competitive enterprise and the general welfare, conditions under 
which there will be afforded useful employment opportunities, including self-em- 
ployment, for those able, willing, and seeking to work, and to promote maximum 
employment, production, and purchasing power. 

It is difficult to know precisely how much responsibility the Congress ac- 
cepted for the maintenance of full employment conditions by this statement. 
It can mean much or little, depending upon the temper of the Congress and 

4 Public Law 304, 79th Congress, 2d Session, Section 2. 
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the economic conditions being faced. It is clear, however, that no precise 
commitment is made; the goal of stability is made coordinate with other 
goals, and there is extremely broad qualification of the objective. It does, 
however, raise the goal of stabilization to a position among those of high 
priority among governmental objectives. 

The Act requires the President to present an Economic Report to the 
Congress at the beginning of the regular session, setting forth relevant facts 
relative to the level of employment, and recommending desirable legislation. 
This report is given status more or less comparable with the annual budget 
message. The Act also provides for a Council of Economic Advisers to 
“analyze and interpret economic developments” and to advise the President 
on matters of economic policy.® In practice, the materials presented in the 
Economic Report of the President are provided by the Council of Economic 
Advisers. The Act also creates in the Congress the Joint Committee on the 
Economic Report, to study the President’s Economic Report and to “file a 
report with the Senate and the House of Representatives containing its find- 
ings and recommendations with respect to each of the main recommendations 
made by the President in the Economic Report. . . 

Specific provision for regular review of economic conditions and policy is 
therefore made by the Employment Act, and recommendations concerning 
policy are to be given consideration by a special committee of the Congress. 
On the whole, however, the Act does not provide the machinery for taking 
compensatory action which was not already inherent in the legislative process. 
Though more official attention may be given to the behavior of the economy 
and to appropriate economic policy, neither speed of action nor the guar- 
antee that appropriate action may be taken is provided by the Act. A tend- 
ency since 1946 for the Economic Report to become more perfunctory and 
routine, and for the Joint Committee on the Economic Report to busy itself 
with special hobbies, suggests that the machinery for administering stabiliz- 
ing fiscal policy has not been noticeably improved by passage of the Em- 
ployment Act. Nor has this Act appeared to make the Congress more con- 
scious or responsive to fiscal requirements for stability. Fiscal policy is still 
dominated by fiscal orthodoxy — the annual balancing of the budget and the 
persistent desire for lower taxes — and the nation appears little better equipped 
to pursue deliberate stabhizing policy than it was before the Act was passed. 
Principal dependence is placed, except in emergencies, upon automatic stabi- 
lizers. 

B As this was being written the 83rd Congress was showing signs of seriously limiting 
the role of the Council of Economic Advisers by cutting its appropriation so severely as 
to make employment of adequate research staff impossible. The apparent intent is to 
replace the Council with a single economic adviser on the personal staff of the President. 
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TAXATION AND INCENTIVES 

We turn, finally, to a consideration of the effects of taxation upon indi- 
vidual economic incentives. A free economy depends for its driving force 
upon individual motivation; the motives which drive men toward economic 
goals need to be understood, and policy designed as far as possible to 
strengthen rather than to weaken incentives. The principal economic activi- 
ties which require incentive are those of working, saving, and the acceptance 
of risk. Though craftsmanship, experimentation, and physical activity are 
to a point satisfying in themselves, sustained labor is not. One needs an as- 
sociated reward — in money, in goods, in self-esteem, or in social status — to 
be encouraged to perform labor of most kinds regularly and dependably in 
a productive system. Likewise saving, which is refraining from enjoyable 
consumption, requires rewards external to it in the form of pecuniary gain or 
security. And the volume and variety of risks inherent in a free economy 
will not be assumed merely for the fun of it. Incentives which urge the per- 
formance of these necessary activities must be provided in the system or 
the activities will not be performed with sufficient regularity and in sufficient 
volume. It is of considerable importance, therefore, to give attention to pos- 
sibilities that incentives may be adversely affected by tax policy. 

THE ASSUMPTION OF PURELY PECUNIARY MOTIVATION. The 
classical assumption ^hat man is, in his economic activities, a pure net-in- 
come-seeking animal, motivated by a desire to maximize at all times his 
individual pecuniary gain, leads to rather simple conelusions with respect to 
the incentive effects of taxation. At any prospective income level, the heavier 
the tax the more difficult the attainment of that income goal, and the less 
likely one is to strive for it. It seems obvious that a 100 per cent tax on in- 
come, leaving disposable personal income of zero, would provide no pecuniary 
incentive whatever, since no individual reward for effort is permitted. It does 
not necessarily follow from this that an effective tax rate of 50 per cent 
would make peemriary incentives just half as strong as they would be if 
there were no tax at all. If we can have any confidence in the principle of 
diminishing marginal utility, a tax of less than 100 per cent will take dollars 
of lesser utility and leave dollars of greater utility. Thus, higher rates on 
marginal dollars as income increases need not have a depressing effect upon 
pecuniary incentives, if tax rates increase no more rapidly than the utility 
of marginal dollars falls. On the whole, however, the assumption that eco- 
nomic man is purely a net-income-seeking individual leads to the conclusion 
that higher levels of taxation must reduce economic incentives, though not 
necessarily in proportion to the rise in the tax level. 
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In fairness to the economic theorist it should be stated that the concept 
of economic motivation which excludes all but pecuniary motives is only a 
simplifying assumption. It is not an insistence that men in real life are like 
that. But having drawn conclusions by use of the simplifying assumption, it 
is intended that these conclusions will be modified in accordance with a more 
complete and adequate view of economic motivation in practice. Yet when 
the conclusions produced by analysis from abstract and oversimplified as- 
sumptions are carried over whole into practical policy, they are likely to be 
something less than accurate. In many cases the conclusions from abstract 
economic reasoning have been transplanted bodily into practical situations 
by practical men, and certain popular beliefs concerning the incentive effects 
of taxation are a case in point. 

THE COMPLEX NATURE OF ECONOMIC MOTIVES. The economic 
behavior of individuals and groups demonstrates clearly that the desire for 
pecuniary reward plays an important part in economic motivation. But eco- 
nomic behavior demonstrates equally clearly that men are not exclusively 
motivated by the desire for pecuniary gain. What seems to be required is a 
reward of satisfaction for the performance of necessary tasks which are in 
themselves not impressively satisfying. Some satisfactions derive from the 
control over material things which can be purchased with money. Other satis- 
factions flow from non-material conditions, and caimot be bought with money 
income. Furthermore, institutional conditions in the market place — such as 
competition — may make it impossible for a person to pursue to the fullest 
a pecuniary objective, and he may substitute other objectives in its place. 

The literature of economic motivation is very thin, in spite of the im- 
portance of knowledge of this sort in judging economic performance and 
economic policy. The abstraction of a purely pecuniary motive has been gen- 
erally adopted in economic analysis partly because it reduces the number of 
variables involved in the problem and partly because among all elements 
of motivation it lends itself to quantification or measurement. Thus, we may 
point out the existence of non-pecuniary incentives in the society, but they 
are not subject to measurement except, possibly, in a comparative sense. 
A widely used recent technique of determining the relative importance of 
various motives is that of asking individuals to report from their own ex- 
perience what infl uences are important in motivating their own behavior. At 
first glance this is an attractive, empirical approach, permitting the tabula- 
tion of answers and objectively weighing their apparent importance. But how 
dependable are the results? The principal weakness of this technique lies in 
the fact that people in real life frequently act quite differently from the man- 
ner in which their answers to a questionnaire say they would act. It is com- 
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mon to hear, for example, that currently high tax rates are destructive of 
incentive, that effort is no longer adequately rewarded, and that the inevi- 
table consequence is a decline in productivity. The fact is, however, that gross 
national product in the United States — ^measured in constant dollars so as 
to eliminate the effect of price change — shows persistent increase during 
the high-tax decade of the 1940’s, except in the reconversion years 1945-46, 
when the only significant development in the tax field was the elimination of 
the excess profits tax. The facts do not show the relaxation in productive 
effort which was supposed to occur. The repetition of dogma does not neces- 
sarily produce the fact. And dogma is sometimes in conflict with itself. Tax- 
ation of corporate income at high rates has long been said to dull the edge 
of incentives to produce efficiently, to produce fully, and to expand capacity. 
On the other hand, a majority of corporations polled in a recent question- 
naire stated that corporate income taxes are partly or wholly shifted forward 
in higher prices.® This tendency is said to he accentuated as tax rates rise. 
Now, we cannot have it both ways. If the incidence is upon the buying public, 
how can incentives in the corporation be weakened? It seems clearly to be 
more productive of useful results to observe behavior of individuals and 
groups than to ask them to generalize concerning what they would do under 
given circumstances. 

A brief consideration of types of influences motivating the economic be- 
havior of certain important economic groups is in order. We select as our 
groups busmess executives, professional persons, and industrial laborers, 
though we must constantly bear in mind that there is not complete uniformity 
of motivation among individuals in any group. 

1. BUSINESS EXECUTIVES. Those who exercise the function of manage- 
ment in industry are, of course, motivated to a degree by purely pecuniary 
objectives. It would be improper to assume, however, that pecuniary moti- 
vation stands alone, even though the environment in whieh they work is one 
largely characterized by considerations of monetary profit and loss. In the 
small, unincorporated business the prestige attached to the position of owner- 
manager compensates for the fluctuating character of income, and may in 
many cases compensate for an income lower than could be earned if he were 
to work for someone else and invest his capital elsewhere. Heavy rates of 
tax on net income may well, therefore, actually increase incentive and pro- 
mote efficiency, by placing an obstacle in the way of realizing financial and 
business success. Standing as an entrepreneur is not likely to be surrendered 

®Kimmel, Lewis H., Taxes and Economic Incentives, Washington, The Brookings 
Institution, 1950, p. 27. 
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without a struggle, ^nd so long as the obstacle is not insuperable and so long 
as reasonably comparable obstacles appear in alternative fields, the tendency 
is probably rather general to hang on and try to make a go of it. It cannot be 
denied, of course, that in small business the lure of profit is an important 
one; the typical small entrepreneur is mindful of the possibility of financial 
return far in excess of that which he could receive as an employee of an- 
other firm. But the desire to be the boss, to be independent of others, and 
to be in a sense the master of his own fate possesses a lure which may well 
he at least as strong as the lure of a difEerential profit return. When this is 
the case, relatively high rates of tax do not significantly reduce the supply 
of entrepreneurship and are not to be expected to affect adversely the pro- 
ductiveness of small business managers. The relatively high tax rates of the 
1940’s apparently did not discourage the organization of firms in fields of 
business enterprise characterized by small, unincorporated firms. The per- 
centage change in the number of such firms in operation between 1940 and 
1949 is as follows: ’’ 


Wholesale Trade -f 38.2% 

Retail Trade -1-6.1% 

Finance, Insurance, Real Estate ■+■9.9% 

Service Industries -|- ] 8.7% 


Whatever else these figures may indicate, it seems obvious that the effect of 
high taxes has not been strong enough to inhibit the entrance of new entre- 
preneurs into markets dominated by small firms. 

The situation of the corporation executive — and particularly of the execu- 
tive in the larger corporation — appears to differ somewhat from that of the 
entrepreneur in the small, independent firm. The concept of the corporate 
executive at the helm of a large, complex, and effectively organized estab- 
lishment, steering a course to maximum profit for the firm and maximum 
reward for himself, is an abstraction far from the fact. In the first place, the 
financial rewards of the executive as executive are commonly salary, bonus, 
and pension rewards, none of which bears close relation in magnitude to the 
fluctuating profitability of the firm. Insofar as the executive is also a stock- 
holder, his rewards are as closely related to the profitability of the firm as 
dividends in general are related to profits, but even this relation is not a 
close one. As executive, his pecuniary rewards tend to be highly stable and 
more ample than he could expect from any other employment.® So long as 
his remuneration as executive reflects his status in the organization with re- 

Statistical Abstract of the United States, 1951, p. 435. 

8 Cf. Gordon, R. A., Business Leadership in the Large Corporation, Washington, The 
Brookings Institution, 1945, p. 2^9- 
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spect to those below him in the classification scale, and, so long as he can 
satisfy himself that he is paid comparably with those in comparable positions 
in other corporations of equivalent standing, he is likely to be reasonably well 
satisfied. But such comparisons are customarily based upon remuneration be- 
fore taxes, and the weight of taxation would seem to play little part in his 
willingness to strive for higher position or to maintain a position near the 
top by performing his functions acceptably. 

The elements of non-financial incentive are, however, particularly strong 
in the case of the corporation executive. In the executive echelons a high 
degree of stability of employment is typical. A considerable amount of free- 
dom of personal action is characteristic in the higher positions, permitting 
the pursuit of civic responsibility and the like on company time. Possibly the 
senior executive’s greatest reward is provided by his identification with a 
respected concern. This sort of prestige is recognized by his associates and 
by the general public, and a large part of the prestige is in the standing of 
the corporation itself. Thus, the executive is in large part motivated to pre- 
serve the relative standing of the company rather than to further his per- 
sonal pecuniary advantage, and his efforts tend more and more toward the 
maintenance by his concern of its share of the market. Tims, the emphasis 
shifts from profits to sales, and the haunting fear of the executive is that 
under his leadership the firm will decline in relative sales position and its 
products become less well known and respected.” Furthermore, the urge to 
expand operations, even at the expense of profits, testifies to the appetite 
of the executive for the pleasant sensation of personal power in the powerful 
corporation. To be sure, an increase in monetary compensation often ac- 
companies such enlargement of power, but it seems not to be a necessary 
condition. 

We observe, therefore, a mixture of incentives to executive activity in the 
relatively large business concern. To be sure, pecuniary rewards play a part, 
but quite possibly a lesser part than the non-pecuniary objectives of security 
of position, the satisfaction in the feeling of power, the challenge involved 
in running or participating in an effective organization, the enjoyment of 
personal prestige derived from the prestige of the product and the corpora- 
tion, and the rewarding feeling of doing well the professional job of man- 
agement. Under such circumstances incentives are not easily weakened by 
the imposition of heavy taxes upon income. In fact, when the tax is uniform 

9 This point is emphasized by Cole, A. H., “Entrepreneurship and Entrepreneurial 
History,” in Change and the Entrepreneur, Cambridge, Harvard, 1949, p. 96, and by 
Barnard, Chester I., idem., pp. 8, 9. 
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in its application and preserves differences in income, the payment of heavy 
taxes constitutes something of a badge of success, reflecting accomplishment 
on the part of the taxpayer. 

We have gone to some pains to point out the nature of non-pecuniary 
rev^ards available to senior corporate executives and serving as strong in- 
centives to effective executive participation in the economic process. Many 
of these same rewards are received by junior executives, and those not im- 
mediately available offer attractive goals to be attained, spurring them on to 
qualify for promotion into higher echelons in spite of the heavier rates of 
tax to which they would become subject. Though individual cases may be 
cited in which heavy taxes or the threat of them may weaken ambition, the 
rich rewards at the top and the competition below the top appear to make 
instances of the sort rare and relatively unimportant to economic productivity 
under current rates of tax. This is not to say, however, that monetary in- 
centives are non-existent or even unimportant. But the whole picture of 
motivation of the individual in the executive class seems to be one in which 
the monetary incentive is very considerably diluted by mixture with other 
types of incentives. This being the case, heavy taxes which adversely affect 
only the pecuniary aspect of motivation will have considerably less effect 
upon the total behavior of the individual than seems to be customarily as- 
sumed. 

2. PROFESSIONAL PERSONS. The principal groups in the “professions” 
as the term is commonly used are doctors, lawyers, teachers, and ministers 
of the gospel. The latter two groups are notoriously near the bottom of the 
income scale among professional people, and thus any system of progressive 
taxes will treat them rather moderately. But even within the limits of mod- 
eration, the tax burden can be relatively heavy or relatively light, and we may 
expect the level of taxation to have some effect upon monetary incentives. 
The shortage of public school teachers seems to reflect in part inadequate 
financial incentives, not so much because the tax burden has been heavy, 
but rather because the salary level has traditionally been abnormally low. 
Other factors which play some part in the recent inadequacy of teacher 
supply are the rapid increase in demand for teachers, which almost inevi- 
tably encounters a lag in the preparation of teachers; the public pressures 
which are constantly imposed upon the teacher, limiting his freedom of ac- 
tion both as teacher and as a member of the community; an attitude toward 
public employees which too often is one of disrespect; the niggardliness of 
the average community in providing educational equipment; and the rigid 
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requirements generally established for certification. The fact that there are 
as many public school teachers as there are testifies to the strength of the 
non-financial rewards in that profession. 

Professional persons in higher education have long been known to be 
motivated largely by non-financial rewards. The satisfactions which they gain 
from exploration in the realm of ideas, with their colleagues and with their 
students, may well represent their major reward. The number of persons to 
which such rewards are important is so great as to provide severe competi- 
tion in the academic profession. Those who are well advanced up the ladder 
must remain active to protect their status, while those below are stimulated 
to activity by the prospects of advancement. After a level of reasonable 
financial provision has been reached, it seems safe to conclude that the non- 
financial incentives predominate. 

Concerning ministers of the gospel, it seems almost unnecessary to repeat 
the obvious facts of low pay and devotion to the calling. In this group we 
are quite clearly dealing primarily with non-pecuniary incentives. In fact, 
one could almost say that serious concern for pecuniary rewards ipso facto 
disqualifies one for the clerical profession. It seems obvious that the margin 
of tolerance for increases in tax burdens before inactivity is encouraged 
among ministers of the gospel is probably wider than in any other group 
within the society. 

Doctors and lawyers are generally thought to be more “rational” in their 
economic behavior than are ministers and teachers, i.e., they react somewhat 
more strongly to pecuniary rewards. Whether this is because they tend to 
be more “practical” in temperament, in the sense that those individuals who 
are motivated by desire for material things are more inclmed to elect these 
professions, or whether it is because their professions offer fewer non-ma- 
terial rewards, would be difficult to say. If this is the fact, the weight of the 
tax burden should have greater effect upon the enthusiasm with which they 
approach their professional duties. But here again, the matter of social 
status cannot be ignored, and professional standing must always operate to 
strengthen ambition to gain a position of respect and prestige. Further than 
this, the existence of a high degree of competition m these professions is 
noteworthy. The maintenance of a clientele is essential in both of these pro- 
fessions, and in order to maintain a clientele the professional man must be 
available to his clients. Thus, the institutional organization makes it difficult 
for a doctor or a lawyer who is frustrated by the weight of taxation to elect 
to reduce seriously his hours of duty or the quality of his service. The easy 
assumption, therefore, that a heavy rate of taxation will encourage more days 
off or shorter office hours does not appear to be valid in practice. In the pro- 
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fessions under consideration, some tendency to relieve the rigors of long 
hours and wearing duties by combination into partnerships or clinics, or by 
refusing to accept new clients, has been noticeable. It is by no means obvious, 
however, that this is a reaction motivated by a feeling that tax levels permit 
only inadequate reward for effort. It could as well be a consequence of the 
simple fact that the level of remuneration after taxes is high enough to permit 
increased leisure. Again, we cannot deny the existence of pecuniary motives; 
we must, however, recognize the importance of non-material rewards even 
in the more “rational” professions, and further than this, the nature of the 
market is such that even lying down on the job is practically difficult even 
for the doctor or lawyer seriously frustrated by the magnitude of his tax bill. 

3. INDUSTRIAL WORKERS. In terms of pecuniary rewards, this group 
traditionally stands at a level about equal to or below that of the owner 
of small independent business, below that of most corporate executives, and 
below that of most professional people. As a group, therefore, their incomes 
are near the bottom of the scale, and there is a tendency for personal savings 
to be relatively meager. If it is true that the pecuniary objective is of over- 
riding importance until one reaches an acceptable level of living, and beyond 
that point the non-pecuniary objectives become important, the economic be- 
havior of the wage worker would be dominated by motives of monetary in- 
come. There is considerable evidence that this is so. The traditional goal of 
the unionized worker has been higher wages, though the growing significance 
to him of working conditions would be a natural accompaniment of a rela- 
tive rise in wage levels. A disappointing rise in labor absenteeism in British 
industries following World War II has been frequently explained as resulting 
from the continuance of strict rationing of commodities; workers felt that 
there was little point in working beyond the limit of money income required 
to purchase the goods which their ration cards permitted them to buy. To the 
extent that this is true, it reflects a preponderant concern for wage goals. 
It may well be, therefore, that pecimiary goals predominate in the case of 
the wage worker. Indeed, it is almost inevitable that this should be so, for the 
opportunities for non-material rewards in modern industry are severely 
limited. There is little prestige in die wage-worker’s position, especially when 
skills are assumed by the machine and not by the man. There is little op- 
portunity for the individual worker to express himself as an individual, either 
in doing things his own way or in determining the way in which things will 
be done. The modern tendency toward minute division of labor makes it 
difficult for the worker to associate himself closely with the product, and thus 
to generate much pride in craftsmanship. And finally, the surroundings in 
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which he does his work are not likely to be pleasurable ”in themselves. On 
the whole, the worker in an industrial economy is rather limited to the en- 
joyment of the things he can buy with his wages. 

Though pecuniary incentives seem to predominate in the behavior of the 
laborer, pecuniary goals may take several forms. At times the demand is for 
higher immediate wages, but when immediate wage levels are reasonably 
adequate the emphasis may shift to stability in wages. Thus, seniority pro- 
visions in contracts may be sought, to protect the jobs of the senior workers 
against general reductions in employment. Or there may be demands for 
annual wage plans, for vacations with pay, or for pensions. All of these are 
evidence of the power of the pecuniary motive, while the incentive effects of 
pecuniary rewards are evident in the gains in productivity which seem to 
follow from the establishment of such rewards. 

Granted that pecuniary incentives are overwhelmingly powerful among 
industrial workers, there are non-pecuniary rewards of some incentive sig- 
nificance. That is, though the worker works mainly for money and what it 
will buy, he sometimes is found to object to systems of remuneration which 
promise increased money wages. The frequency of union resistance to in- 
centive wage systems is a case in point. Incentive wage systems proceed 
upon the assumption that workers are motivated by the single-minded de- 
sire for more monetary reward. They generally provide for an increase in 
pay for harder or faster work, and penalize a relaxed pace of production 
by paying lower weekly wages. It seems safe to generalize that workers’ 
pay has almost always increased with the institution of incentive wage plans. 
But curiously enough, the workers themselves have been slow to accept such 
plans. Part of the resistance can be explained upon pecuniary grounds, i.e., 
disti'ust of the good faith of the employer who proposes the incentive system, 
or fear that workers who are spurred on by the system will work themselves 
out of a job. But there are important non-wage elements present in the re- 
sistance to incentive payment systems. Workers seem to have objected to 
their introduction partially through mertia — they feel more comfortable 
with a familiar system and are slow to exchange it even for one which 
promises higher remuneration. Also, there has been fear that an incentive 
system will prod workers to the point where they cannot afford to relax on 
the job, that they will feel impelled to forego a breather or a smoke because 
of the sacrifice of income which it entails. Furthermore, there has been an 
apparent unwillingness to accept a system which pays on the basis of output 
because of the differences in pay which would result among workers doing 
the same sort of work. This reflects the high valuation placed upon getting 
along with one’s associates during working hours, and a willingness to sacri- 
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fice wage gains foi; friendly and harmonious relations on the job. This same 
concern lest the drive for higher monetary return will compromise non-wage 
values on the job is indicated by fairly widespread tendencies for workers 
under incentive systems to hold down the pace in order to minimize wage 
differences and thus to prevent jealousies and animosities.^® It should be 
obvious that as human beings, laborers possess on-the-job personal and so- 
cial needs which wages cannot satisfy. When remuneration is adequate to 
satisfy off-the-job needs, the non-pecuniary requirements take on increasing 
potency, and higher remuneration is often sacrificed to more congenial con- 
ditions of work. 

HYPOTHESIS CONCERNING INCENTIVES TO EFFORT. We have 
studiously avoided attributing specific quantitative magnitude to any of the 
pecuniary or non-pecuniary elements in the motivation of effort or work in 
the paragraphs above. This is necessary both because the strength of any 
motivating element hardly lends itself to accurate measurement and because 
considerable variation is to be found among individuals in any selected eco- 
nomic group. But a generalized observation of the behavior of groups does 
seem to permit the formulation of a hypothesis with respect to the relative 
strength of pecuniary and non-pecuniary incentives in calling forth effort 
and industry. The hypothesis is that up to the point where disposable indi- 
vidual income permits the enjoyment of an acceptable level of living the 
pecuniary elements in motivation predominate. When disposable income ex- 
ceeds the amount capable of providing an acceptable level of living the 
pecuniary elements recede and the non-pecuniary elements come to the fore. 

By an “acceptable” level of living we mean that combination of personal 
consumption, saving, non-pecuniary satisfaction, and leisure which will rea- 
sonably satisfy the individual. It will be influenced mainly by his level of 
living in the recent past, but it must also satisfy to some degree the normal 
and persistent desire to improve his status over a period of time. It will be 
obvious that this acceptable level will vary widely among individuals in dif- 
ferent income classes, and some variation among individuals in the same 
class will be normal. While the concept of the acceptable level of living is in 
essence individual, it will be influenced in rather considerable degree by so- 
cial factors — ^what is acceptable to the individual will be affected by the 
levels of livmg of his associates. The desire for improvement in the level of 

w Cf. Reynolds, Lloyd G., Labor Economics and Labor Relations, N. Y., Prentice- 
Hall, 1949, p. 392. Other informative treatments of labor reaction to incentive systems 
are; Shister, Joseph, The Economics of the Labor Market, Philadelphia, Lippincott, 
1949, pp. 136-7, and Slichter, Sumner H., Union Policies and Industrial Management, 
Washington, Brookings, 1941, pp. 302 If, 
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living will vary in intensity with economic conditions; when general levels 
of income are rising the individual will be more insistent upon participating 
in the rise, while if incomes generally are remaining stationary or falling, a 
stationary, or perhaps even a declining, level of living will be acceptable. 

A given level of living may be realized through various combinations of 
consumption, saving, self-respect, and leisure. That is, these elements are 
to some degree substitutable for one another without changing the over-all 
degree of satisfaction provided. The degree of substitutability between these 
elements would appear to vary with conditions, as in the case of all-out war 
when high rates of saving can compensate for a decline in consumption with- 
out apparent change in the individual’s satisfaction with his lot.^^ It is there- 
fore quite possible either to protect a level of liviirg or to attain a higher level 
of satisfaction with different proportions of consumption, saving, non-pe- 
cuniary satisfaction, and leisure than obtained in the previous combination. 

If the imposition of a tax reduces consumption or saving, the same level 
of satisfaction may be maintained only by some increase in non-pecuniary 
rewards on or off the job. In the higher income classes it seems quite possible 
that substitution of this sort may occur; in fact, the orthodox theory of the 
effect of taxes upon incentives concludes that heavy taxes encourage leisure 
as a substitute for consumption or saving, and production suffers. There are, 
however, two factors which this conclusion overlooks. The first is that the 
institutional circumstances often prevent even a minor increase in leisure. A 
factory worker can hardly take extra time off regularly without losing his 
job; other groups are generally prevented by competition from other firms 
or competition from ambitious individuals lower in the scale from relaxing 
their efforts. The second factor is that if the tax encroaches upon the mini- 
mum acceptable level of consumption and saving, the individual may well be 
urged to work harder in order to increase his disposable income after taxes. 

In terms of our hypothesis, persons whose incomes permit little saving can 
ill afford to relax their efforts when the weight of taxes increases, for their 
principal reward is that of consumption. And even at higher income levels, 
where prestige and other non-pecuniary rewards are high, these values can 
be preserved only by a continuance of effort. What we are implying is that 
relatively heavy tax rates do not produce the results in sauntering on the 
job, irresponsible and half-hearted attention to duty, excessive time off, and 
general relaxation of ambition which the orthodox theory contemplates. The 

Whether or not such substitution is acceptable will depend upon the individual’s 
confidence in his ability to use savings at some future date without loss of purchasing 
power, and upon the degree of current satisfaction he derives from his consciousness of 
participation in the war effort. See Galbraith, John K., A Theory of Price Control, 
Cambridge, Harvard, 1952, pp. 35-40. 



TAXATION AND INCENTim 


553 


consequence is that the rise in the weight of taxation has been accompanied 
not by a reduction in output but by an increase in output in the United 
States. The strictly economic results with the marked increase in tax rates 
have not by any means been unfavorable. The prophets of doom seem to ex- 
plain this in terms of the almost unquenchable spirit of enterprise. This we 
have included in our category of non-pecuniary motivations. But though pro- 
duction may not suffer when taxes become heavy, the reduction in pecuniary 
rewards for effort may generate feelings of frustration among some classes 
of taxpayers. Frustration is, of course, reduced but not eliminated by the 
realization that others are in the same boat. And since the frustration may 
not be resolved by relaxation it may take, and apparently has taken, the form 
of an aggressive attitude toward government. 

The society should be concerned lest its rate of taxation weaken incentives 
to accomplish a high and improving rate of production. The evidence does 
not show that high tax rates of the recent past have weakened these incentives, 
for a remarkable increase in real productivity has occurred. But if industry 
has not been discouraged, have high tax rates produced ancillary conse- 
quences which the society may wish to avoid? We have already mentioned 
the possibility that frustration may produce aggressive attitudes toward gov- 
ernment, and this in the long run may work indirect disadvantage to pro- 
ductivity. But more specifically, a high rate of taxation appears to encourage 
both evasion and avoidance of taxes. It is quite impossible, in the nature of 
things, to assess the magnitude of illegal tax evasion. It is commonly believed 
to be almost negligible under the corporation income taxes, but rather sig- 
nificant quantitatively under the personal income tax. This latter is suggested 
by almost constant pressure in the Bureau of Internal Revenue to allocate 
more personnel to checking tax returns, an activity which appears to pay 
handsomely in additional revenue collections. Insofar as pecuniary motivation 
is important in economic activity, the propensity to evade taxes will increase- 
as the tax rates rise, i.e., as the financial rewards for successful evasion in- 
crease. Though the loss of revenue from illegal evasion should be a matter 
of real concern, the greater evil lies in the possibility that a widespread dis- 
respect for law may be generated. If the taxpayer feels that he is discriminated 
against because his neighbors are evading while he is not, any propensity to 
evade in order to increase his disposable income is strengthened by a pro- 
pensity to evade in order to escape injustice. If this situation develops, a 
widespread violation of law occurs, and the spirit of disrespect may well be 
transferable to other legal areas. 

There is much more obvious evidence of the inclination to avoid taxes 
legally as the tax rate rises. We are told that most yachts and many auto- 
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mobiles are now operated for personal enjoyment on cprporation expense 
accounts; that much of the business success of night clubs and expensive 
restaurants is founded upon the ability to avoid taxes by luxurious enter- 
tainment, and that many family junkets to Europe and elsewhere occur 
ostensibly as business trips.^^ What happens in these cases is that the indi- 
vidual receives his material reward in kind rather than in money; he works 
to qualify for access to an expense account rather than for a salary increase. 
Both the corporation and the individual avoid taxes by this gambit. If these 
expenditures had not been incurred, the corporation would have had a higher 
net income and a higher tax, and if the individual had received payment in 
salary he would have been subject to personal income tax on the increment; 
as it is, the value of the entertainment is an untaxed business expense. What 
are the economic effects of such tax avoidance? The pattern of individual 
consumption may be rather violently changed. The individual may go to 
Europe on an expense account whereas he would have taken a cottage at 
the shore for two weeks if he had been paid a salary; he may go to a night 
club instead of a movie. A greater demand for luxury items is created, and 
economic resources are allocated differently than they would otherwise have 
been. However, no value judgment of the advisability or inadvisability of this 
change in consumption pattern can be given. Presumably the level of living 
of the mdividual concerned is raised. Government is the loser. 

The same enthusiasm for establishing legal deductions from income under 
high tax rates may lead to abnormally large contributions to charitable, edu- 
cational, and religious organizations. Both the personal and corporate in- 
come tax permit a deduction of such gifts, the former up to 15 per cent of 
adjusted gross income and the latter up to 5 per cent of net income. When 
tax rates are high and income is high, charitable contributions involve rela- 
tively little loss to the donor, and a more generous attitude may be expected. 
Here again, the pattern of disposable income distribution is modified by the 
tax mfluence. The receivers of these contributions are, as a whole, a worthy 
group, and it would appear that in general the tax encouragement of chari- 
table contributions is socially desirable. These organizations are the benefici- 
aries of funds which would otherwise go to government, and therefore to per- 
mit such gifts as deductions from taxable income accomplishes a purpose 
similar to the usual exemption of such organizations from taxation. 

TAXES AND INCENTIVES TO SAVE. Our discussion to this point has 
concentrated upon the nature of work incentives and the effects of high tax 

12 See Ernest Havemann, “The Expense Account Aristocracy,” Life, March 9, 1953, 
pp. 140 1}. 
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rates upon them. We have noted that these effects have been moderate dur- 
ing the recent period of high taxes, and that with the exception of the pos- 
sible encouragement to illegal evasion of law, these effects have not been 
markedly undesirable. But what about the effect of high taxes upon saving, 
a necessary economic function in which pecuniary motivation plays some 
part? We shall discuss this matter only briefly, for much of what has been 
said about work incentives applies as well to saving. 

Individuals save to provide assets for future use, and their motives may be 
fear of a cessation or termination of income in the future, a desire to realize 
current return from assets, a desire to have liquid assets for relatively heavy 
anticipated consumption expenditures, a desire to control assets which may 
be used for speculative purposes, or simply to demonstrate a financial re- 
sponsibility to themselves, their dependents, and their descendants. Whether 
or not high tax rates will discourage saving will depend upon the strength 
of one or more of these motives. The stronger the motives, the less will high 
tax rates reduce voluntary individual saving and the more will they reduce 
the consumption of the taxpayer. It seems relatively safe to assume, however, 
that in the usual case high taxes will reduce the amounts voluntarily saved by 
individuals. Of course, a part of the taxes paid is in the nature of premiums 
paid for governmental insurance or retirement income plans. But beyond 
these amounts, high tax rates will almost certainly cut rather heavily into 
voluntary savings. 

It would be incorrect to conclude, however, that high taxes reduce savings 
in the aggregate for the society. For taxes are savmgs; they are income which 
is not spent for consumption by the income recipient. If taxes force upon 
individuals saving which they would not otherwise have made, aggregate so- 
cial saving over a period of time will probably increase. But whether or not 
aggregate savings are increased over such a period, the channeling of savings 
through government makes their investment subject to governmental decision 
rather than private decision. This may make some considerable difference 
to the economy; in wartime it means defense investment in place of non- 
defense investment or consumption, while in peacetime it means that gov- 
ernmental projects rather than privately-chosen projects receive investment 
funds. 

Whether or not the effects of taxes upon savings are beneficial depends 
almost entirely upon the nature of the conditions under which the taxes are 
imposed. Here we meet again the compensatory possibilities in varying the 
weight of taxation. The rationale of heavy taxation in periods of actual or 
prospective inflation rests upon the presumption that the taxes will induce 
a higher rate of savings. This produces two desired effects; (1) consumption 
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will be reduced to levels below those which would obtain if- taxes were lighter, 
and (2) savings will possibly be directed into channels where their move- 
ment into investment is slower or subject to lower multiplier effects. In either 
case aggregate spending pressures are lightened. In periods of deflation and 
underemployment the rationale of moderate taxation is also based upon the 
presumption that the volume of aggregate saving will be favorably affected. 
For under light taxation the forcing of saving is relieved, and voluntary saving 
by the individual can take place more easily without impinging upon con- 
sumption. Compensatory taxation is expected, therefore, to force savings in 
larger volume than would normally occur in inflation, and to release personal 
income from forced saving during periods when incomes are low. 

Since taxation in the normal case creates savings artificially, it is presumed 
that higher taxes create higher aggregate savings from a given national 
income. It is, therefore, improper to presume that high tax levels reduce 
incentives to save for the whole society, except as such tax levels may 
reduce the level of income and thus reduce the level of savings. But here we 
would be dealing not with incentives to save but with incentives to produce, 
which have been discussed at some length above. We should mention again 
certain long-run possibilities in channeling an excessive proportion of in- 
come through government. A .shortage of voluntary savings may mean, un- 
less governmental investment policies are intelligently formulated, a shortage 
of investable funds available to the private sector of the economy, and may 
impose a brake upon expansion in that sector. But this would assume that 
savings which are channeled through government are either devoted to ex- 
pansion of governmental enterprises, or that these savings are hoarded by 
government. In the usual case they would find their way back into private 
hands, either through governmental purchase of privately produced goods, or 
through payments to holders of government securities. In general, if the will 
to encourage private enterprise as against state enterprise is strong, there is 
little cause to worry over the long-run effect of taxes upon saving. What 
is required for stabilization purposes is a high rate of saving — ^probably 
necessarily forced by taxation — to combat inflationary conditions, and a very 
low rate of saving — encouraged by tax reduction — under deflationary condi- 
tions. 

TAXES AND INCENTIVES TO ACCEPT RISK. In a capitalist economy 
certain risks are inherent in the system and must be borne by someone. 
These are the risk of fluctuating income and the risk of loss of some part 
of capital investment, and they result principally from fluctuations in gen- 
eral business activity and from competition among sellers of products. Though 
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it is admitted that* some degree of risk is inevitably assumed by all partici- 
pants in the productive process, the entrepreneurial class is in the front line 
of risk-acceptors. The risks of entrepreneurship are assumed typically by the 
investment of capital in an enterprise in such legal ways as result in the 
establishment of an ownership relation between the investor and the firm. 
In the individual proprietorship the entrepreneur is simply the owner of the 
business; in the partnership he is a partner; in the corporation he is a common 
stockholder. The problem with which we are concerned here is the problem 
of providing an adequate supply of entrepreneurship, and we are concerned 
to know whether the level of taxation may have an adverse effect upon that 
supply. 

The rewards available to the risk-taker are, in general, two: a differential 
pecuniary return and a reward in the form of pride in ownership or satisfac- 
tion derived from the exercise of control. We are considering here not re- 
wards to investors as a whole, but rewards to those whose investments place 
them in a position of entrepreneurial risk acceptance. It would seem prob- 
able that in the large corporation, where there is little chance for the indi- 
vidual stockholder to exercise real control, only pecuniary rewards are im- 
portant. In the small corporation or in the unincorporated business the 
satisfaction derived from ownership and control may well overbalance in 
importance the pecuniary return. We must repeat that our interest is not, at 
the moment, in the effect of taxation upon the return to capital, but rather 
upon the differential return to capital so invested as to involve entrepreneurial 
risk. The differential return to entrepreneurship must be protected if the 
supply of entrepreneurship is to be protected. Presumably the premium for 
risk-taking (the differential) must be greater in cases where there are not 
compensating rewards in the personal satisfactions derived from ownership- 
management. That is, the differential in the small, individually owned con- 
cern need not be as great as in the large, impersonal corporation. And if the 
objective is to maintain the differential in return to the entrepreneur-capitalist 
who receives profit over that to the lender-capitalist who receives interest, 
the problem is not so much one of the relative height of tax rates as it is 
one of the unequal treatment of incomes from different sources. The com- 
bination of the tax on income of the corporation and that on personal income 
received from the corporation imposes a differential tax burden upon that 
type of income which will be relatively discouraging to equity investment in 
the corporation. In addition, unless corporate income can be averaged over 
a period of time for tax purposes, the fluctuating character of net income will 
t nake the purchase of common stocks unattractive by comparison with cor- 
porate bonds. For the fluctuating portion of net income particularly affects 
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the return to stockholders; the corporation should, therefore, be permitted 
within reasonable limits to average the loss or low income of one year with 
the high income of others. 

In the paragraph above we have pointed out that the impersonality of the 
large corporation, offering little to common stockholders but pecuniary re- 
ward, calls for a somewhat larger differential return than would be required 
in the small, personal concern. Such a conclusion is valid, however, only if 
we assume the risks to be essentially equal in the two cases. It seems certain 
that the individual risks of small business are greater than those of large, 
established business in our economy. This counteracting factor goes a long 
way toward equalizing the entrepreneurial premium required per dollar in- 
vested in the two classes of firms in order to attract an adequate volume of 
risk capital. And finally, it would seem probable that some common corporate 
practices contribute to the attractiveness of equity investment in spite of com- 
paratively heavy taxation of income derived through the corporation. The 
practice of paying stable dividends and retaining additional earnings pro- 
vides a stability of income to the individual stockholder which reduces the 
uncertainty of return in the short run. And the practice of plowing earnings 
back into the corporation favors stock ownership by those higher income 
persons who would gain by receiving capital gams on their stock and taking 
advantage of the favor which the relatively low rate on capital gains grants 
to them. 

TAXES AND INCENTIVES: CONCLUSIONS. The reader will gather from 
our discussion of the problem that the state of present knowledge as to the 
impact of different tax levels upon economic incentives does not permit 
categorical, quantitative answers. The following general conclusions appear 
to be justifiable; 

1. When the tax level permits the individual a pecuniary reward after 
taxes which is ample to provide a scale of living in terms of material things 
which is “reasonable” in terms of his experience and aspirations, incentives 
are not adversely affected. 

2. When non-pecuniary rewards are available and acceptable, taxes may 
encroach relatively heavily upon monetary rewards without weakening in- 
centives. 

3. When competition is strong for a particular position, relatively heavy 
taxation of monetary rewards may occur without discouraging effort and in- 
itiative. 

4. Heavy and progressive taxes will have their effects upon incentives 
moderated when they are general and recognized as such, for the individual 
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will realize that he is receiving essentially equal treatment with his equals, 
and his taxes are in a sense a badge of his status. 

5. If the tax level is such as to encroach moderately upon acceptable 
standards of material living, it is more likely to serve as a spur to greater 
effort than as an encouragement to idleness and indifference. 

6. .Higher levels of income provide a greater margin for taxation, so that 
taxes may carry considerably heavier rates in prosperity than in depression 
without adversely affecting incentives. 

7. In view of the importance of status to the individual, which may be 
measured both in pecuniary and in non-pecuniary rewards, the preserva- 
tion of differences in reward to persons on different rungs of the ladder is 
of extreme importance. Thus, the absolute amount of reward after taxes is 
likely to be less significant than differentials in rewards, provided a reason- 
ably adequate minimum is attained. How great these differences need be de- 
pends largely upon the customs and practices of the society, and social values 
of this order would seem to be quite amenable to change over a period of 
time.^® 
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